AMERICAN JOBS CREATION ACT OF 2004

MISCELLANEOUS PROVISIONS
1. Executive Compensation

a.
Nonqualified Deferred Compensation


The Act provides that all compensation deferred under a “nonqualified deferred compensation plan” for the tax year – and all preceding tax years – will be includible in gross income for the tax year, to the extent not subject to a “substantial risk of forfeiture” and not previously included in gross income, if, at any time during the tax year, the plan either (1) fails to meet the requirements for distributions, acceleration of benefits, and elections; or (2) is not operated in accordance with any of these three requirements.

i.
“Nonqualified deferred compensation plan” defined.

A “nonqualified deferred compensation plan” is any plan that provides for the deferral of compensation, other than (1) a “qualified employer plan,” and (2) any bona fide vacation leave, sick leave, compensatory time, disability pay, or death benefit plan. (§409A(d)(1).)  Thus, plans providing qualified retirement benefits, vacation leave, sick leave, compensatory time, disability benefits, and death benefits are excepted from the new rules. Also, annual bonuses and other annual compensation paid within two and one-half months after the close of the tax year in which the services were performed are not subject to these rules.  Any other form of deferred compensation will be unless an exception applies.  (For example, on its face, §409A applies to nonqualified stock options.  However, the Committee Reports indicate that nonqualified deferred compensation plans do not include an arrangement taxable under §83 that provides for the grant of an option on employer stock with an exercise price that is not less than the fair market value of the underlying stock on the date of grant if the arrangement does not include a deferral feature other than the feature that the option holder has the right to exercise the option in the future.)

ii.
“Substantial Risk of Forfeiture” defined.


For purposes of §409A, the term “substantial risk of forfeiture” is defined in the same manner as it is for purposes of §83 – i.e., one’s rights to compensation will be subject to a “substantial risk of forfeiture” if those rights are conditioned on the future performance of substantial services by any individual.

iii.
Plan Requirements 


In order to avoid the acceleration of income (absent a substantial risk of forfeiture), the terms of a nonqualified deferred compensation plan must meet specific requirements regarding distributions, the acceleration of benefits, and certain elections, and the plan must be operated in accordance with these requirements.


Distributions.
The plan must provide that deferred compensation cannot be distributed earlier than: 

(i)
the participant's separation from service, as determined by IRS; 

(ii)
the date the participant becomes “disabled”; 

(iii)
the participant's death; 

(iv)
a time specified under the plan (or a schedule fixed thereunder) at the date of the deferral of the compensation; 

(v)
to the extent allowed by IRS, a change in the ownership or effective control of the corporation, or in the ownership of a substantial portion of the corporation's assets; or 

(vi)
the occurrence of an “unforeseeable emergency.”


No distributions other than those enumerated above will be permitted.  Thus, the us eof “haircut” provisions or discretionary distributions is prohibited.


Acceleration of Benefits.
The statute provide that this requirement is satisfied if the plan does not permit the acceleration of the time or schedule of any payment under the plan, except as provided in regulations.  Generally any change in the form of a distribution that has the effect of accelerating payments will be subject to this rule.  However, the Committee Reports indicate that a choice between a fully taxable annuity contract and a lump-sum payment may be permitted, and that it is intended that the IRS is to provide rules under which the choice between different forms of actuarially equivalent life annuity payments will be permitted. 


Elections.
§409A provides specific requirements for both the “initial deferral election”, and any later election to change the time or form of deferral.


Initial Deferral Election.  Generally, this requirement is met if a plan provides that compensation for services performed during a tax year can be deferred at the participant's election only if the election to defer the compensation is made either (1) not later than the close of the preceding tax year; or (2) at another time provided in the regulations.  In the case of “performance-based compensation” based on services performed over a period of at least 12 months, the election will have to be made no later than six months before the end of the period.

Later Election to Change the Time and/or Form of Distribution.  Plans may permit a later election – i.e., an election after the initial election – to delay a payment or change the form of payment, if the following  requirements are met: 

•
the plan requires that this election cannot take effect until at least 12 months after the date on which the election is made; 

•
for an election related to a payment that is not made because a participant became “disabled” or died, or an “unforeseeable emergency” occurred, the plan requires that the first payment for which this election is made be deferred for a period of not less than five years from the date on which the payment would otherwise have been made; and 

•
the plan requires that any election related to a payment made at a specified time, or under a fixed schedule, cannot be made less than 12 months before the date of the first scheduled payment.

The Committee Reports anticipate that the IRS will issue guidance consistent with the purposes of the statute as to what extent elections to change a stream of payments will be permissible.

iv.
Effect of Plan Failures


Generally, the effect of a failure on the part of any nonqualified deferred compensation plan to either meet the requirements discussed above or to operate in accordance with them will be to cause the inclusion in gross income for the taxable year of all compensation deferred under the plan  for the taxable year and all preceding tax years to the extent not subject to a substantial risk of forfeiture and not previously included in gross income.  (The statute makes it clear that §409A will not prevent the inclusion of amounts in gross income under any other Code section or any other rule of law, earlier than the time provided therein , and that any amount included in gross income under §409A will not be required to be included in gross income, under any other Code section or any other rule of law, later than the time provided in §409A.)  Where deferred compensation is required to be included in gross income by §409A, the income tax imposed for the year of inclusion is increased by (1) interest (in an amount calculated at the underpayment rate plus one percentage point), and (2) a penalty equal to 20% of the compensation that is required to be included in gross income.  It is also worth noting that amounts required to be included in income under §409A will be subject to reporting and income tax withholding requirements.


The statute has no effect on the timing of the employer’s deduction.  (Generally, the employer will be entitled to a deduction for its taxable year within which the amount is includible in income by the participant.)


The statute includes an “affected participants rule”.  Under this rule, the inclusion in gross income and assessment of interest and penalties will only apply to compensation deferred under the plan for participants with respect to whom the plan failure relates. (For example, if the plan covered a group of employees, only some of whom (e.g., corporate officers) were allowed to receive distributions other than those permitted by the statute, the affected participants (i.e., the corporate officers)—rather than all of the plan participants—would be required to include amounts deferred in income, etc.

v.
Effective Dates


§409A is generally applicable to amounts deferred after December 31, 2004.  For this purpose, an amount will be considered deferred before January 1, 2005, if the amount is earned and vested before January 1, 2005.  However, amounts deferred in tax years beginning before January 1, 2005 will be treated as amounts deferred in a tax year beginning on or after that date if the nonqualified deferred compensation plan under which the deferral is made is “materially modified” after October 3, 2004.  An exception to this material modification rule will apply for modifications made in accordance with IRS guidance relating to pre-2005 nonqualified deferred compensation plans.

b.
Offshore Rabbi Trusts, et. al.
In addition to the rules described above re: nonqualified deferred compensation plans, §409A puts a damper on the use of off-shore rabbi trusts and deferred compensation with “financial health triggers”.

i.
Offshore Rabbi Trusts


§409A(b)(1) provides that where assets are directly or indirectly set aside in a trust (or similar arrangement as determined by the IRS) for the purpose of paying deferred compensation under a “nonqualified deferred compensation plan”, such assets will be treated as “property transferred in connection with the performance of services” for purposes of §83.  It does not matter whether or not the assets are available to satisfy the claims of general creditors if at the time set aside, the assets (or trust) are located outside of the U.S., or at the time transferred, the assets (or trust) are later transferred outside of the U.S.  This treatment will not apply to assets located in a foreign jurisdiction if substantially all of the services to which the compensation relates are performed in that jurisdiction.  

ii.
Employer’s Financial Health


§409A(b)(2) provides that there will be a “transfer of property” for purposes of §83 with respect to compensation deferred under a nonqualified deferred compensation plan as of the earlier of (1) the date on which the plan first provides that assets will become restricted to the provision of plan benefits if there is a change in the employer's financial health, or (2) the date on which the assets are so restricted.  As with offshore trusts, it does not matter whether or not the assets are available to satisfy the claims of general creditors.  Thus, an amount subject to a so-called “financial health funding trigger” will be treated as restricted even if the assets are technically available to satisfy the claims of general creditors. 

iii.
Consequences


Since these arrangements are now treated as funded for purposes of §83, amounts used to fund them will be taxable to the participant upon transfer absent a substantial risk of forfeiture.  In addition, for each taxable year that assets treated as transferred under these rules remain set aside in a trust, any increase in value in, or earnings on, the assets will be treated as an additional transfer of property under §409A(b) to the extent not previously included in income.  Furthermore, transfers under §409A(b) are subject to the same interest and penalty provisions described aboe respecting nonqualified deferred compensation plans.

c.
ISOs and Stock options


Briefly, the Act excludes from the definition of “wages” for FICA and FUTA purposes any transfer of stock to an individual resulting from the exercise of an incentive stock option, or under an employee stock purchase plan, and any disposition by the individual of that stock.  As a result, neither FICA nor FUTA taxes arise upon the exercise of a statutory stock option.  In addition, the Act provides that no income tax wthholding is required with respect to any disqualifying disposition of an ISO, or on the compensation element arising from the exercise of any ESPP discount option.

2.
Cost Recovery

a.
§179

i.
The $100,000 expense limitation and $400,000 phaseout threshold are extended for two years to tax years beginning before Jan. 1, 2008; the inflation adjustment for these amounts is extended for two years to tax years beginning before January 1, 2008.  (The inflation-adjusted amounts for 2004 are $102,000 and $410,000, respectively.)  For tax years beginning in 2008 and afterwards, the expense limitation and phaseout threshold will be $25,000 and $200,000 respectively without any adjustment for inflation.

ii.
The limit on the amount that may be expensed under §179 with respect to a heavy (up to 14,000 pounds) SUV is limited to $25,000 for any tax year

iii.
A taxpayer’s ability to revoke a §179 election (or any specification therein) without IRS’ consent is extended to any tax year beginning before Jan. 1, 2008.

iv.
The expansion of the definition of “section 179 property” eligible for the expensing election to include off-the-shelf computer software is extended for two years to tax years beginning before January 1, 2008

b. Depreciation

The Act classifies “qualified leasehold improvement property” and “qualified restaurant property” as 15-year property under MACRS (depreciable on the straight-line method), if the property is placed in service before January 1, 2006.  (Each has a 39-year recovery period for purposes of the ADS.)

i.
“Qualified leasehold improvement property”: same definition as that used for purposes of bonus depreciation, (§168(k)(3); i.e., any improvement to an interior portion of a building that is nonresidential real property, provided that (1) the improvement is made under or pursuant to a lease either by the lessee, sublessee or lessor of that interior building portion; (2) that interior building portion is to be occupied exclusively by the lessee or sublessee; (3) the improvement is placed in service more than 3 years after the date the building was first placed in service by any person (i.e., not necessarily the taxpayer); and (4) the improvement is “section 1250 property” (see above). T does not include any improvement for which the expenditure is attributable to (1) enlargement of the building, (2) any elevator or escalator, (3) any structural component benefiting a common area, or (4) the internal structural framework of the building.

ii.
“Qualified restaurant property”: any §1250 property which is an improvement to a building if (1) the improvement is placed in service more than three years after the date the building was first placed in service, and (2) more than 50% of the building's square footage is devoted to preparation of, and seating for on-premises consumption of, prepared meals. (§168(e)(7).) 

iii.
Both qualified leasehold improvement property and qualified restaurant property are eligible for 50% bonus depreciation under §168(k); (the former by specific statutory reference, and the latter by virtue of being 15-year property).

c.
Amortization

A corporation’s or partnership’s “organizational expenditures”, and any “start-up expenditures” may be deducted in the year a business begins in an amount up to $5,000, with any remainder deductible ratably over 180 months.  The $5,000 amount is reduced (but not below zero) by the amount by which the cumulative cost of organizational (or start-up) expenditures exceeds $50,000.  (See §§248(a), 709(b) and 195(b) as amended.)

3.
Individuals

a.
Sales Tax Deduction In Lieu Of Income Tax Deduction

The Act adds a new §164(a)(5), which allows taxpayers to elect to take an itemized deduction for state and local general sales taxes instead of an itemized deduction for state and local income taxes.  The sales tax deduction is similar to that which existed before the 1986 Tax Reform Act.  Under this rule, taxpayers may deduct either (1) the actual amount of sales taxes paid, or (2) the amount shown by the applicable IRS table, plus any sales taxes paid on motor vehicles, boats, and other items specified by IRS.  This rule is effective for tax years beginning after December 31 and before January 1, 2006.

b.
Charitable Contributions

i.
Charitable Deduction For Contributions Of Motor Vehicles, Boats, And Airplanes Valued At More Than $500


New §170(f)(12) provides that in the case of a contribution of a “qualified vehicle,” the claimed value of which exceeds $500:

•
no deduction will be allowed unless the taxpayer (1) substantiates the contribution by a contemporaneous written acknowledgement from the donee organization containing the information and certification(s) described below and (2) includes the acknowledgement with the tax return on which the deduction is claimed, and

•
if the organization sells the vehicle without any significant intervening use or material improvement, the amount of the deduction will be limited to the gross sales proceeds.

A “qualified vehicle” is any: (1) motor vehicle manufactured primarily for use on public streets, roads, and highways, (2) boat, or (3) airplane.  The term does not include property described in §221(a)(1) –  i.e., stock in trade, inventory, or property held primarily for sale to customers in the ordinary course of business. 

Per the Committee Reports, to meet the significant use test, an organization must actually use the vehicle to substantially further its regularly conducted activities and the use must be significant.  A donee won't be considered to significantly use a qualified vehicle if, under the facts and circumstances, the use is incidental or not intended at the time of the contribution.  Whether a use is significant also depends on the frequency and duration of use.  With respect to the material improvement test, a material improvement would include major repairs to a vehicle, or other improvements to the vehicle that significantly increase its value.  Cleaning the vehicle, minor repairs, and routine maintenance aren't material improvements.

This rule is effective for contributions made after December 31, 2004.

ii.
Charitable Deduction For Contributions Of Patents and Other Intellectual Property


New §170(e)(1)(B)(iii) in effect provides that if a taxpayer makes a charitable contribution of a patent or other intellectual property (other than certain copyrights or inventory), the taxpayer's initial deduction is limited to the lesser of the taxpayer's basis in the contributed property or the property's fair market value.

In the case of a “qualified intellectual property contribution”, the charitable deduction for each tax year ending on or after the date of the contribution is increased by the “applicable percentage” of “qualified donee income” properly allocable to that year.

A “qualified intellectual property contribution” is any charitable contribution of qualified intellectual property (defined as i.e., patents, certain copyrights, trademarks, trade names, trade secrets, know-how, certain software, or similar property, or applications or registrations of such property) with respect to which the charitable deduction for which is reduced under §170(e)(1), and with respect to which the donor informs the donee at the time of the contribution that the donor intends to treat the contribution as a “qualified intellectual property contribution”. 

“Qualified donee income” means any net income received by or accrued to the donee that is properly allocable to the qualified intellectual property.  (Note: income isn't treated as properly allocable to qualified intellectual property if it is received by or accrued to the donee (1) after the 10-year period beginning on the date of the contribution of the property, or (2) after the expiration of the legal life of the property.)

The “applicable percentage” is determined under the table found at §170(m)(7).

This provision is effective for contributions made after June 3, 2004.

iii.
New Donor Reporting Requirements For Charitable Contributions Of Property Valued At More Than $500

Effective for contributions made after June 3, 2004, no charitable deduction is allowed for contributions of property by an individual, partnership, or corporation unless the following requirements are met:: 

•
If a deduction of more than $500 is claimed for the contribution, the taxpayer must include with its return for the tax year of the contribution: (1) a description of the property and (2) such other information as IRS may require.  (This requirement is inapplicable to C corporations other than personal service corporations and closely-held C corporations.) 

•
If a deduction of more than $5,000 is claimed for the contribution, the taxpayer must: (1) obtain a qualified appraisal of the property and (2) attach to its return for the tax year of the contribution such information about the property and the appraisal as IRS requires.

•
If a deduction of more than $500,000 is claimed for the contribution, the taxpayer must attach a qualified appraisal of the property to the return for the tax year. 

A“qualified appraisal” means an appraisal of property that meets the requirements of IRS regulations or other guidance.

Note: the requirements for property valued at more than $5,000 and more than $500,000 don't apply to the following: cash; patents and other intellectual property other than certain copyrights or inventory (decribed above); stock in trade, inventory, or property held primarily for sale to customers in the ordinary course of business; publicly traded securities; and any “qualified vehicle” that the donee organization sells without significant intervening use or material improvement, (and for which the organization provides the required acknowledgement)

c.
Sale of a Principal Residence


§121(d)(10) provides that if a taxpayer acquired property in a like-kind exchange to which §1031 applied, the $250,000/$500,000 exclusion that applies to gain realized on the sale or exchange of a principal residence under §121(a) does not apply to the sale or exchange of that property if the sale or exchange occurs during the five-year period beginning with the date of the acquisition of the property.  (I.e., the §121 exclusion does not apply if the principal residence was acquired in a like-kind exchange in which any gain was deferred within the previous five years.)

4.
Installment Sales


The Act amends §453(f)(4)(B) so as to treat all indebtedness received by the buyer that is readily tradable as a “payment”, regardless of the nature of the issuer of that indebtedness.  This rule is effective for all sales occurring on or after Oct. 22, 2004.

