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Definitions and Concepts




PDEpreciatien Defined

According to the IRS, “Depreciation I1s the yearly: deduction allewed! te
FECOVEr the cost, or other basis, of bUSINess of INVestment property: having

a usetulihifie substantially’ beyoend the tax year. Hewever, land Is; not
depreciable.”

I essence, asia benefit te the: purchaser, the cost of the asset Is deducted
from taxable Income Via a Series ofi yearly expenses.

|



[DEpreciatien Beginsi\WRen...

The asset s first used inryour bUSIness
Or

The asset Is first usedl for the' production: ofi Income



Pepreciation Ends \Wiaen::.

m The asset is taken out of service
Or

m The cost of the asset has been fully recovered (fully: depreciated); the
depreciable cost off the asset — the asset’s salvage value = the sum of all
depreciation expenses; taken threughout the years (recorded inian
account called Accumulated: Depreciation)).

0)f

m [he asset is ne longer used in either Your Business, or fior the production
off Inceame.



[DEpreciation: liex Vs, Boek Vetheo

Depreciation may’ be calculated using different metheds fer tax reporting and for:
ook recerds.

For Tlax reporting, the IRS requires assets; to be depreciated under ene of twe
methods, ACRS or MACRS (both' explained! below). Each methed hasi classification
categones whichistipulate the: usefulllives ofi Specific types ofi assets. Yearly
Depreciation expense s then calculated! using the appropriate: usefultlife.

= According to the 1986 Tax Reform Act, assets placed into service after December 31,
1981 but before December 31, 1986 are depreciated under the Accelerated Cost
Recovery System (ACRS) and assets placed into service after December 31, 1986 are
depreciated using the Modified Accelerated Cost Recovery System (MACRS).

For heok purpeses, hewever, depreciation may: e calculated using a varety of
methods:

= Straight-line

= Declining balance

= Sum of the years digits

= Units of Production / Rate of Use



PDepreciation Worksheet

Description of Property.

Date
Placed in
Senvice

Cost or
Other
Basis

BuUsIness/.
Investment
Use
9%

Section
179
Deduction

Depreciation
Prior Years

Basis, for
Depreciation




Amortization




Amortization Is...

The decline: in useful lifie of an iIntangible asset

= Because the asset is intangible, there is no tangible/physical wear and tear, so the asset
cannot be depreciated

Dernved fromithe: Italian, “Amortia” — little death
= Amortization is the “little death” of an intangible asset

ke depreciation,, amortization reCoVErS Celtain costs ofi an asset over a fixed peried
off time.



Candidates for Amortization

The costs| of starting a business

Goeedwill

Certain Landscaping Costs

Patents

Intellectual Property.

Some Sofitware

Pollutien Control Facilities (limited for corporations)

Certain Bond Premiums

Research andl Expernimental Expenditures

TThe Cost off Acquiring a LLease

Qualified Forestation and Reforestation Costs

Qualified Building Revitalization Expenditures; (With' certain criteria)
Organizatienal Expenditures for a Corperation or Partnership
Going Concern Value

Workforce ini Place

Business books and records, operating systems, or any: other information base



Candidates fior Ameitizaten (Cont:d)

Any: Patent, Copyright, Fermula, Process, Design,, Pattern, Know-how, Fermat, or Similar Item
Any’ Customer-Based Intangible (e.g. compoesition of market or market share)

Any Supplier-Based Intangible

Any. License, Permit, ox Other Right Granted by a Gevermmental Unit

Any Covenant Not tei Compete Entered Into In Connection with The Acquisition: ofi a Business
Any Eranchise (ether than a spoerts; franchise), lirademark, or Trade Name



Amoertizanle Business Staiit-Ujp
EXPERCIUES

- In order to elect: te amortize start-up expenditures, attach a statement
0 yoUr Income tax return that provides:
1. A detailed description of the trade or business
2. The month in which the active trade or business began (or was acquired)
3. The number of months in the amortization period you are selecting cannot be less than
$0))
4. A description of each start-up expenditure incurred (whether or not paid)



Eisted Property

Listed property’ generally:includes:

Passenger automobiles weighing 6,000 Ibs or less

Any other property used for transportation if the nature of the property lends itself to
personal use, such as motorcycles, pick-up trucks, etc.

Any property used for entertainment or recreational purposes (such as photographic,
phonographic, communication, and video recording equipment)

Cellular telephones (or other similar telecommunications equipment)
Computers or Peripheral Equipment

A portion of the taxpayer’'s home is treated as a regular business establishment only if that
portion meets the requirements under section 280A (c) (1) for deducting expenses
attributable to the business use of a home. However, for any property listed in 1 above, the
regular business establishment of an employee is his or her employer’s regular business
establishment.



Listed! Property EXcCeptions

Listed! Property’ excludes:

= Photographic, phonographic, communication, or video equipment used exclusively in a
taxpayer’s trade or business or at the taxpayer’s regular business establishment

= Any computer or peripheral equipment used exclusively at a regular business establishment
and owned or leased by the person operation the establishment

= An ambulance, hearse, or vehicle used for transporting persons or property for hire.



Commuiting

Commuting,, generally, is travel between your heme and a work lecation. Hoewever,
travel that meets ANY of the follewing cenditions IS not commuting:

You have at least one regular work location away from your home and the travel is to a
temporary work location in the same trade or business, regardless of the distance.
Generally, a temporary work location is one where your employment is expected to last 1
year or less. See Pub. 463 for details.

The travel is to a temporary work location outside the metropolitan area where you live and
normally work

Your home is your principal place of business under section 280A(c)(1)(A) (for purposes of
deducting expenses for business use of your home) and the travel is to another work
location in the same trade or business, regardless of whether that location is regular or
temporary and regardless of distance.



Part | of Form 4562

Election to Expense Certain langible: Property
Under Section) 179



SECUER 17O ErORENLY

Ferm 4562 allows) an EXpPeEnse for a classification off property: knewi as, Section 179
Rreperty.  This property includes tangible purchased property, depreciable under
MACRS (see previous,slide). Section 179 Preperty can be:

Personal Property
A single purpose agricultural or horticultural structure
Certain other property (See section 1245 (a)(3)

Section 179 Property does noet include:

Property held for investment (section 212 property)
Property used mainly outside of the United States (unless otherwise stated in section 168

()IQ))

Property used mainly to furnish lodging or in connection with the furnishing of lodging
(except that listed in section 50(b)(2))

Property used by a tax exempt organization (other than a section 521 farmers’ cooperative)
unless the property is used mainly in a taxable unrelated trade or business.

Property used by a governmental unit or foreign person or entity (except for property used
under a lease with a term of less than 6 months).

Air conditioning or heating units



Election! for SEction 179 EXPERse

Section 179 Property: may: be then deducted under Section 179 Expense.

This is an election to expense part or all (a lump deduction) of the cost of Section 179
property that you placed in service during the tax year and used predominantly (more than
50%) in your trade or business.

If you elect to expense Section 179 Property, you must reduce the amount on which you
figure your depreciation or amortization deduction by the section 179 expense amount.

Once this Section 179 deduction has been taken, it may not be changed without IRS
consent.

The total amount of your Section 179 Expense may not be greater than the IRS-governed
amount, stated on line 1 (e.g. $24,000 in 2001).

Your Section 179 Expense for the year also may not exceed your business income

The maximum amount allowed te be deducted under Section: 179 by the IRS will
continue terincrease; yearly, through 2003.



Part I, Line 11

The Section 179 Expense deduction Is limited by the “business income” limitation
under section L79 (15)(3)-

You are considered tor actively, conduct a trade or businesstenly i your meaningfiully
participate inl its management o5 Gperations. A Mere passive Investor ISy net
considered to actively conduct a trade or business.



Part |l of Form 4562

MACRS, Depreciation! fier Assets Placed:in
Service Only: Duiing Yeur 2001 Tax Year



Wiraiyeurneeartierknew aneut Rardi il

The Moedified Accelerated Cost Recovery: System includes: the General Depreciation
System (GDS) and the Alternative Depreciation System; (ADS).

= Depreciation may be an adjustment for alternative minimum tax purposes.

Generally: MACRS is used tordepreciate any:tangible property placed in Service after;
1986.

MACRS does not apply to films, videotapes, and sound recerdings.



Section B, LLines 15a — 15i:
GDSIEroPErty Classiiication

Lines 15a - 15irare only for assets placed in service during the tax year beginning in
2001 and depreciated under the General Depreciation ' Systen, except for autemohiles
and other listed preperty, Whichiare reported: in Part V.
s 3-year Property:
A race horse that isimore than 2 years old at the time! it is placed in senvice.
Any hoerse: (other than a race hoerse!) that is more than 12 years old at the time It Is placed in senvice.
Any: qualified rent-te-own property (as defined! ini section 168(1)(14))-
= 5-year Property:
Autemobiles
Light general purpose! trucks.
Typewriters; calculators, copiers, andl duplicating equipment
Any: section 1245 property: used in connection withi research and! experimentation
Certain energy property specifiedini section 168(e)(3)(B)(Vi).
Appliances, carpets, furiture, etc., used in a rental real estate activity.
m /-year Property:
Office furniture and eqguipment

Railroad track
Any property that dees not have a class) lifie and Is not otherwise classified.



Section B, Lines 15a — 15I:
GDS) Bliepery Classiiication(Coni:a)

10~year Property.
= Vessels, barges, tugs, and similar water transportation equipment.
= Any single purpose agricultural or horticultural structure (see section 168(i)(13)).
= Any tree or vine bearing fruit or nuts.

Residential rental preperty Is a building i which; 80%: er more off the total rent Is
from dwelling units.

Nonresidential real property’ Is any: reall property: that'1s neither residential rental
Property nox property with' a classilite ofi less: than) 27.5) years



residential Rental Property Is a bullding inrwnicn 80% or more of the totall rent IS

firom dwelling units.







Section B — Recoveny Perod for Mest
RPrOPENLY.

bores

Classification Recovery Period /
Usefulf Life
3-year Property 3 years
S-year Property. 5 years
7-year Property. 7 years
10-year Property 10'years
15-year Propersty. 15 years
20-year Property 20 years
25-year Property 25 Years
Residential rental property. 27.5 years
Nonresidential real property: 39 years
Railroad gradings and' tunnel 50 years




Section B, Columni(e) —
Applicanie: CenyvenRtion ior Deternining
DEpPreciatien

The applicable: convention determines the portion of the tax year for whichi depreciation is
allewable during a year property: is either placed in service or dispesed ofi. There are three types
off conyventions. Selecting the correct convention: requires: that you must know: the type: of
property being depreciated and when you: placed the property. in Service.

s Mid-Quarter Convention:

I the total depreciable bases off MACRS property placed in service during the last 3 months of your
tax year exceed 40% ofi the total depreciable bases off MACRS property: placed iniservice during the
entire tax year, the mid-guarter convention generally applies However, certain taxpayers may. elect
out of the mid-quarter convention. If this convention is used, the acronym “M@™ is; placed! in the
appropriate column (column €).

= Half-Year Convention:

This convention' applies to all preperty: reperted on lines, 15a throughi 15g, unless the mid-guarter
convention applies. It does not apply: te residential rental property, nenresidential real property, and
rallreadl gradingsiandl tunnel bores. It treats all property: placed! in; service (or disposed ofi) durngl any.
tax year as, placed in  service (or dispesed ofi) on the midpoeint ofi that tax year. Ifthis convention is
used, the acronym “HY” Is placed!in the appropriate column (column e).

= Mid-Month Convention

This convention applies enly to residential rental property, nonresidential real property (lines 15h or
151), and' railroad gradings and tunnel boeres. It treats all property placed in service (or disposed of)
during| any month: as placed in service (or dispesed of) oni the midpoint of that month. [f this
conyvention Is used, the acronym “MM™ is placed in the appropriate column (column e).



Section € — Alternatyve: Depreciation
System (ADS)

Lines 16a through 166 on'form 4562 are for assets, other than automehiles; and
other listed preperty, placed in service enly durng the tax year beginning in 20041
and depreciated under therAltermative Depreciation; System (ADS). The depreciation
O assets placed injservice in prior years is placed on line 17.

Preperty that must lbe depreciated: under ADS includes:
= Tangible property used predominantly outside the United States
= Tax-exempt use property
= Tax-exempt bond financed property
= Imported property covered by an executive order of the President of the United States.

= Property used predominantly in a farming business and placed in service during any tax year
in which you made an election under section 263A(d)(3).



Part V of Form 4562

Listed Preperty.



Pali Vo= lSted Preperby

I yeur clain the: standardimileage rate, actual vehicle expenses; (Including
depreciation), or depreciation on other listed property, You must provide the
Infermation reguested in Part V; regardless ofi the tax year the property was: placed: in
Service.



Column: (d)

I you' converted! the property from persenal use to business/invertment Use, your
asis fier depreciation Is the smaller of the property’siadjusted basis or Its fiair:
market value on the date of conversion.



Colbmn ()

Limits for passenger autemohiles:
= The depreciation deduction plus section 179 expense deduction for passenger automobiles is
limited for any tax year

Definitions:

= “Passenger automobiles” are 4-wheeled vehicles manufactured primarily for use on public
roads that are rated at 6,000 |bs unloaded gross vehicle weight or less. For a truck or van,
gross vehicle weight is substituted for unloaded gross vehicle weight. “Electric passenger
automobiles” are vehicles produced by an original equipment manufacturer and designed to
run primarily on electricity.

Exception:
= The following vehicles are not considered passenger automobiles:
An ambulance, hearse, or combination ambulance-hearse used in your trade or business.
A vehicle used in your trade or business of transporting persons or property for compensation or hire.



Column () = Limits for Passeneer
Autemoniles; Placed inr SEIce After

19915

IE you placedi your
automobile In service:

AND the number of tax
years, in which' this
automobile has been In

THEN the limit of your
depreciation andi section
179 expense deduction is*:

Service Is:
Jan. 1 — Dec. 31, 3 $2,950
1998 4 $1,775
Jan. 1 — Dec. 31, 2 $4,900
2000 3 $2,950
Jan. 1 — Dec. 31, 1 $3,060
2001 2 $4,900
After Dec. 31, 2001 1 Mg

*Eor vehicles placediin service after August 5, 1997, this limit doesi not apply: to the cost of any: qualified clean-fuel
vehicle property (such as retrofit parts and compenents) installed on a vehicle for the purpese of permitting| that
vehicle to run on a clean-burning fuel. See section 179A for definitions.

**The limit for autemobiles placed! in service afiter Dec. 31,2001, will be published in the Internal Revenue Bulletin.

Thisiamount was net available at the time these instructions were prepared.




Section € — Questions el Employers
Wihe PreviderVenicles fior Use 1oy el
EMpIGYEES

Eor employers providing vehicles to thelr employees, two types off written| policy
statements will satisty’ the: empleyer’s substantiationf requirements; Under section
274 (d):
1. A policy statement that prohibits personal use including commuting
2 A policy statement that prohibits personal use except for commuting

An employee dees not need to keep a'separate set of records for any: vehicle that
satisfies thesewritten pelicy: statement rules:



LiRe 36

A pelicy statement that prohilits persenal use (Except for commuting) Is net
availableiii the commuting employee is an officer;, director, o 1% 6r more oWner.
This pelicy: must meet all ofi the fiellowingl cenditiens.

The employer owns or leases the vehicle and provides it to one or more employees for use
in the employer’s trade or business, and it is used in the employer’s trade or business.

For bona fide non-compensatory business reasons, the employer requires the employee to
commute to and/or from work in the vehicle.

The employer establishes a written policy under which the employee may not use the
vehicle for personal purposes, other than commuting or de minimis personal use (e.g., a
stop for a personal errand between a business delivery and the employee’s home).

Except for de minimis use, the employer reasonably believes that the employee does not use
the vehicle for any personal purpose other than commuting.

The employer accounts for the commuting use by including an appropriate amount in the
employee’s gross income.

There must be evidence that would enable the IRS to determine whether use ofi the
vehicle meets the conditions stated above.



EiRe: 405 Columni (@)

[Descrile the costs yeu are amortizing. You may: amortize the follewing:

Pollution control facilities (section 169, limited by section 291 for corporations)
Certain bond premiums (section 171)

Research and experimental expenditures (section 174)

The cost of acquiring a lease (section 178)

Qualified forestation and reforestation costs (section 194). See Pub. 535 for limitations.
Partnerships and S corporations, see the line 42 instructions on page 9.

Qualified revitalization expenditures (section 14001). These are certain capital expenditures
that relate to a qualified revitalization building located in an area designated as a renewal
community.

Organizational expenditures for a corporation (section 248) or partnership (section 709).
Optional write-off of certain tax preferences over the period specified in section 59(e).



i,
2.
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Line 40, Celumn (&) = (contad)

Certain section 197 intangibles (Which must lbe amortized over 15 years starting
With' the menth the intangibles were acquired), including:

Goodwill

Going concern value

Workforce in place

Business books and records, operating systems, or any other information base

Any patent, copyright, formula, process, design, pattern, knowhow, format, or similar item
Any customer-based intangible

Any license, permit, or other right granted by a governmental unit

Any covenant not to compete entered into in connection with the acquisition of a business
Any franchise (other than a sports franchise), trademark, or trade name.

Business starnt-up expenditures (section 195). To elect toramortize start-up
expenditures, attach a statement te your Inceme: tax return that provides:

A detailed description of the trade or business
The month in which the active trade or business began (or was acquired)

The number of months in the amortization period you are selecting (cannot be less than
60)
A description of each start-up expenditure incurred (whether or not paid).
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