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BONUS DEPRECIATION
NEW REVENUE PROCEDURE EXPANDS PLANNING OPPORTUNITIE S

On March 29, 2011, the Internal Revenue ServiageigfRevenue Procedure 2011-26, 2011-16 IRB
which now permits taxpayers to elect 50% rathen th@0% bonus depreciation. The Rev. Proc. also
permits taxpayers to amend their calendar year 284 €eturn or any other tax year that includes
September 9, 2010, in order to step down from 16D%©% bonus depreciatiouthor’s Note:

While we now have more flexibility and planning @pfunities to use bonus depreciation, aircraft
owners also need to be aware that the bonus dapogcregulations contain many traps for the unwary
Because of the immediate and drastic recapturagpoms of the Internal Revenue Code that come into
play when business use drops to 50% or less fandand accelerated depreciation, as well as the
special expensing provisions, only those taxpay#is are prepared to embark upon a demanding
program of aircraft record keeping and a disciglingethodology for aircraft business use for long
periods of time should consider claiming bonusvamneregular MACRS depreciation. Accordingly, the
purpose of this article is to discuss the provisiohthe new Rev. Proc., procedures for amending yo
tax return to take advantage of Rev. Proc. 201aftbto briefly discuss some additional bonus
depreciation pitfalls and considerations thatravecovered by Rev. Proc. 2011-26.

My purpose is not to discuss whether or not yanaoraft might qualify for bonus depreciation, regul
depreciation or the special expensing provisidresssume you have already discussed those issties wi
your tax advisor and that your tax preparer wiklgme any flight logs and other documentation iteor
to determine whether or not you meet the 25% qadlibusiness use requirements for aircraft adddesse
by Internal Revenue Code section §280F(d)(&ev. Proc. 2011-26, 2011-16 IRB

Under prior law, it was a well established proumstbat taxpayers could elect to claim 30% bonus
depreciation rather than 50% bonus depreciatitimel felt that the reduced deduction was bettdedui
to their particular facts and circumstances. Haveuntil the recent issuance of Rev. Proc. 201h&26
such provision existed for taxpayers to claim 508us depreciation rather than 100% if they felt tha
the lower deduction was more favorable to theuaion. As a result, many aircraft owners did not
claim any bonus depreciation and elected out oftibaepreciation on their tax returns.

This situation was addressed by the Joint Commatte€axation, JCT, “General Explanation of Tax
Legislation Enacted by the LCongress, i.e. “The Blue Book.” The Blue Bookasa“a taxpayer
may elect 50 percent (rather than 100 percent) depreciation with respect to all property in any
class of property placed in service during a taxakelar,” footnote 1597, page 560. Thus the BloekB
permits an unlimited choice for the taxpayers te eisher 50% or 100% bonus depreciation.

By issuing Rev. Proc. 2011-26, the Internal Reveébeivice has partially reversed its original positi
as currently stated in the instructions of Form2iBb@preciation and Amortization for 2010. Those
instructions specifically state that, “If you elexit of the 100% special depreciation allowancehe. t
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property does not qualify for the 50% special dejatéon allowance.” The instructions to Form 4562
were published in January of 2011, prior to isseahe current Rev. Proc.

Amending your tax return... you must act promptly. September 9, 2010 is a critical date for those
aircraft owners who wish to take advantage of tlei& opportunity. For aircraft owners who already
timely filed their 2010 calendar year tax returinsgal year or short year returns that includedate
September 9, 2010 and elected 100% bonus depoecatielected out of bonus depreciation altogether
and have now changed their minds, there is a solutPursuant to Reg. § 301.9100-2 taxpayers may
now take advantage of an automatic 6 month exterisiamend their tax returns.

Example (1): A calendar year individual taxpayas lalready filed his 2010 tax return by April 18,12
and claimed 100% bonus depreciation. Now theafirowner changed his mind and decided that he
wants to claim only 50% bonus depreciation in otdesave some depreciation for future years. This
owner now has untiDctober 18, 20110 amend his 2010 calendar tax return and stemdow0%
bonus depreciation. Reg. 8 301.9100-2(c) and 8&8§1.9100-2(d) require that taxpayers attach a
statement to their amended tax return statingitligbeing filed pursuant to Reg. § 301.9100-2.

If | were preparing the amended return, | woulahpm bright red ink at the top of each page of the
return, “Amended Pursuant to Reg. 8§ 301.9100-2vouild do this in addition to drafting a statement
be signed by the client and also attached to thended return. Do not leave any doubt with the IRS
that you are taking advantage of this favorableigron.

Example (2): An aircraft owner has not yet filad balendar year tax return for 2010 and has placed
tax return on extension. At first blush, the relemguage contained in the Blue Book seems taatdi

that in order to step down to the 50% deductidrthal taxpayer has to do is claim 50% bonus
depreciation on the return and timely file it by #xtended due date. However, to be prudent, yibu w
want to attach a brief election statement to yeturn which states: Pursuant to Section 4.02 of Re
Proc. 2011-26 the taxpayer elects to claim 50% ba®preciation rather than 100% bonus depreciation
for the following classes of property placed invesg during the tax year ended December 31, 2010.
Include a list of the classes of property that want the election to cover.

Example (3): Fiscal year 2009 and short year 2@firns are also covered by the new provisions for
some taxpayers. These taxpayers did not clairb@Be& bonus depreciation, i.e., “elected out” of onu
depreciation that was in effect for the fiscal 2689 year that began in 2009 and ended in 201@&we h
a short taxable year that begins and ends in 20h@.Rev. Proc. now permits these taxpayers togghan
their minds and revoke that election by filing anesmded tax return for their fiscal 2009 tax yeather
short year 2010 tax return. Time is of the essémcthese taxpayers as well. Amended returns for
these years must be filed by flager of (1) June 17, 2011, or (2) before the federalirreis filed for the
next year succeeding the fiscal 2009 return ostiwet year 2010 tax return.

No specific statement appears to be required ttthehed to the amended returns filed by these
taxpayers by Rev. Proc. 2011-26. However, if leva@reparing the amended returns for these entities,
would have the client sign a statement to the effeat the return was being amended pursuant Rev.
Proc. 2011-26 section 5.03. Attach the statenwetiid return and indicate “Amended pursuant to Rev.
Proc 2011-26 sec. 5.03” in bright red ink at the &b every page of the amended return.

Other Bonus Depreciation Issues Not Covered by ReRroc. 2011-26

Availability:  First of all, bonus depreciation is not availallenany states. At last count there were
only approximately a dozen or so states that akkbia&payers to claim bonus depreciation on thatest
income tax returns. This has been the case dieceteption of the current form of bonus depreéamat
in 2001.
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Bonus Depreciation — Ordinary and Necessary? e Joint Committee on Taxation’s Technical
Explanation of the Job Creation and Worker Assistakct of 2002, The Blue Book, states, “The
additional first-year depreciation deduction isjsabto the general rules regarding whether an ieem
deductible under section 162 or subject to capa#ibn under section 263 or section 263A.” (Plesese
Joint Committee on Taxation, General Explanatiofiiaof Legislation Enacted in the 10Zongress
(JCS -1-03), January 24, 2003 footnote # 205) ceSthat Blue Book was issued in 2003, | have not
seen any court cases where the government hadlpcewvadisallowing bonus depreciation by using the
ordinary, necessary or reasonableness standafisdef section 8162. However, | and other tax
advisors continue to encounter many situations &/lleE agents attempt to disallow depreciation
deductions on the grounds that the depreciationctexh is subject to the ordinary, necessary or
reasonableness standards of the Code. Usingatima kgic, the agents also attempt to classify the
aircraft activity as a hobby loss pursuant to Ceeletion 8183. The agents are in error. In Noyce v.
Comm’r, 97 T.C. 670 (1991), the court stated, ‘tketion 168 depreciation deduction should not be
included in the amount of business expense, trsnadleness of which is to be determined.” Sihee t
Noyce case was issued there have many other céses mave cited Noyce and have been decided in
the taxpayer’s favor.

50% Business Use Means Depreciation Recapturéhere seems to be a widespread misconception
within a segment of the professional tax commumigy, the “50 percenters”, that as long as busines
use is 50% or more for any particular year thattéx@ayer is entitled to bonus depreciation, MACRS
depreciation or the special expensing provisionstarnal Revenue Code Section 8179. That is wrong.

Generally speaking, the tax forms used to pre@acedgturns are in compliance with the tax laivhat

is why | have attached the 2010 form 4797 titlettSaf Business Property (Also Involuntary
Conversions and Recapture Amounts Under Sectiodadd 280F(b)(2)) to this article. Page 2, Part IV
of the form is titled “Recapture Amounts Under $mts 179 and 280F(b)(2) When Business Use drops
to 50% or Lessemphasis added. Please note that this form liskwewn to most tax preparers and has
been in use for at least two or more decades.

Section 280F contains the listed property depreciatles. Airplanes are considered as listed gntyp
Section 280F(b)(2) provides that if business uswigreater than 50% in any taxable year aftisr it
placed in service, then in the year that businesgsdto 50% or less, bonus and MACRS depreciation i
excess of what would have been allowable undesttiagght line method, alternative depreciation
system, ADS, will be will recaptured in that yeaFhe alternative depreciation system provides a
depreciable life of 6 years for FAR Part 91 airceafd a 12 year life for FAR Part 135 aircraft.ci8m
8168(k)(2)(F)(ii) provides a coordination with th&ted property rules for recapture of bonus
depreciation. Thus FAR Part 91 aircraft ownerseha$ year period where they have to be concerned
about business use slipping to 50% or less. FARIBS aircraft owners are subject to a 12 year
exposure period. Obviously, if your business 8s80% or less in the year the aircraft is placed in
service, you do not qualify for any bonus depreéoraas you must use the ADS system to depreciate th
aircraft. In cases where the use of the ADS isdatory, no bonus or MACRS depreciation is
permissible Internal Revenue Code 8§168(k)(2)(D).

Section 179 contains similar rules for recapturarmmf amounts deducted under the special expensing
provisions of the Internal Revenue Code. See #r8v attached and Internal Revenue Code Section
179 and the regulations thereunder when businesdrops to 50% or less during the respective 6 and
12 year periods for FAR Part 91 and Part 135 dircra
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Substantiation and Record Keeping RequirementsinternalRevenue Code secti@274(d)states
that no deductions will be allowed unless taxpayeamtain records that indicate the date, amount of
the expense, time and place of travel, businegsogarand “business relationship to the taxpayangf
persons entertained.” In the event that a trip atstains elements of entertainment, amusement or
recreation, you must also be able to show thag ftdbm was directly related to”, or “that such iteras
associated with, the active conduct of the taxpayeade or business” per Internal Revenue Code
section §274(a).

The importance of maintaining a good set of contaapeous records cannot be overstated. Thises tru
for tax as well as non tax reasons. Aircraft owrsdrould make sure that their aircraft is fullyegrated
into their business activities, well documented bagrepared to go the extra mile in order to stppo
their tax position by all means necessary by indgdeveral examples of citable authority contaimed
their permanent tax files in the event of a regulathallenge.

As a defensive tactic, please be sure to retairesay new contracts or follow on orders from catre
customers that would not have been possible wittimutise of the airplane. Be able to show that no
other form of reasonably available transportati@ula have been able to capture the new business.
This kind of documentation has proven invaluableeeglly for cases that are on appeal and sulgect t
settlement.

Summary

Revenue Procedure 2011-26 contains a step downtapgy from 100% bonus depreciation to 50%
bonus depreciation for those owners who wish tsgmee depreciation for future years, those who may
have expiring net operating loss carryovers, éteven contains provisions to amend prior year tax
returns for many taxpayers who have changed thieidsrconcerning the deductibility of bonus
depreciation. Those aircraft owners who wish k& tamend their prior year returns need to act dyick

Bonus depreciation is not for everyone. It is aadilable in most states for state income tax pagpo
Only those taxpayers that have taken the timellp ifutegrate their aircraft into their businesgiaties
and are ready and able to embark upon a demardimggterm program of copious record keeping
should even consider using bonus or accelerategedegion. In addition to the substantiation
requirements of Internal Revenue Code section 8D 1éted above, you should also record the
business purpose of each passenger for each gyipese.

Contemporaneous records are the most preferreddayatory authorities and the courts. In order to
determine if your records meet the definition ofteanporaneous as accepted by the U.S.Tax Court, as
well as other courts, consider using the memory“@&AP.” Contemporaneousdgords are

maintained At or near the time of the event byeesBn with knowledge of the event.

Because of the economy, many owners are flying IEs&h hour represents a greater portion of the
total. Therefore, it is easier to have your bussngse drop to 50% or less. If that happens dtineag
applicable 6 or 12 year exposure periods, the degiren and special expensing recapture traps will
have immediate catastrophic effects. To ensureptiante imposed by the IRS, we hereby inform you
that any U.S. Federal Tax Advice contained in ¢doisimunication (including any continuation pages or
attachments) is not intended or written to be uaad,cannot be used, for the purpose of (i) avgidin
penalties under the Internal Revenue Code or f@jnoting, marketing, or recommending to another
party any transaction or tax related matter(s).
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.. 4797 | [

Depanment of the Traagiry
Intemel Revenue Sarvice

Narme(s} shown on return

Sales of Business Property

QOMB No. 1545-0184

lmrolun-tary Canversions and Recapture Amounis
der Sections 179 and 280F(b){2))

> See separate instructions.

(@0) » Attach to your tax return.

2010

Attachment

SequenceNo. 27
Identifying number

1

Enter the gross proceads from salgs or exchanges reported to you for 2010 on Form(s) 1099-8 or 1099-5 (or
supstitute statement) that you are including on line 2, 10, or 20 (see instructions}

Than Casualty or Theft—Most Property Held More Than 1 Year (see instructions)

|m Sales or Exchanges of Property Used in a Trade or Business and Involuntary Conversmns From Other

(e} Depreciation

{f} Cost or other

g Gain or (loss]

2 {a} Description fo) Date acquirec (c) Date soid (d) Gross allowed or basis, plus Subtract i from the
af proparty [mo., day, yr.) (mo., day, yr.) sales pnce allowable since improvaments and s of id) and le)
acguisition wxpense of sale
4 Gain, if any, from Form 4684, | ne 42 , ¥ .. ¥ 3
4 Section 1231 gain from installment sales from Form 625? Ime 26or37. . . . 4
5 Section 1231 gain or {lossj frorm like-kind exchangas from Form 8824 . . . . 5
6 Gain. If any, fram ling 32, from other than casualty or theft. ¢ ]
7 Combine lings 2 through &. Erer the gain ar {loss) here and on the auprcpnzte line as follows: 7
Partnerships {except electing large partnerships) and S corporations. Repor the gain or {loss) ‘cﬁowmg the
instructions for Form 1065, Sc1edule K, line 10, or Form 11205, Schedule X, line 9. Skip lines 8,9, 11, and 12 below
Individuals, partners, & corporation shareholders, and all others. It line 7 is ze70 or a lass. enter the amount from
line 7 on line 11 below and skip lines 8 and 9. If line 7 is a gain and you did not have any prior year section 1231
losses, or they wete recaptured in an earlier veor, anter the gain from fine 7 as a long-term capital gain on the
Schadule D filed with your return and skip lines B, 8, 11, and 12 below.
& Nonracaptured net section 1237 losses frum prior years (see instructions) 8
9  Subtract ling 8 from line 7. If zero or less, enter =0-. |f line 9 is zera, enter the gain from line 7 on ine 12 below. If line
9 |3 more than zera, enter the amaunt from line B on Iine 12 below and enter the gain from line 9 as a long-term
capital gain on the Schedule O filed with your return {see instructions) ]
Ordinary Gains and Losses (see insiructions)
10  Ordinary gains and losses not includad on lines 11 through 16 (include property held 1 year or less):
11 Loss, ffany, fromline? . . . . e T i T I 11 )
12 Gain, If any, from hne 7 ¢t amcunt from Irne 8 L ap;:ltc,an!e 12
13 Gain, if any, from line 31 13
14  Net gain or {loss) from Form 4684, IrnFs 34 and 41a 14
15  Ordinary gain from installment sales from Form 8252, line 25 of -35 . 15
16  Ordinary gain or (loss) from like-kind exchanges from Form 8824, 16
17 Combine lines 10 through 16 i & g ¢ [ : 7
18  For all except individual returns, enter the amount fram ling 17 on the appropriate lina of your return and skip lines a
and b below. For individual retums, complete lines a and b beiow:
a |f the loss on line 11 includes & loss from Farm 4684, line 38, calumn (b)if), enter that part of the loss here. Enter the pari
of the loss from incame-producing property on Schedule A (Form 1040). ine 28, and the part of the loss from proparty
used as an employee on Schedile A [Form 1040}, kne 23, Identify as from “Form 4797, line 18a.” See instructions 18a
b Redetermine the gain or (loss) on line 17 excluding the loss, if any, on ling 18a. Enter here and on Form 1040. line 14 18b

For Paperwork Reduction Act Notice, see separate instructions.

Cat. No. 13086l

X SEE PAGE 2

Form 4797 2010}
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