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“With real estate

values continuing

to climb, you may

be looking at real

estate investments

as a way to boost

your returns.”

sStock market got you down? With real 
estate values continuing to climb, you 
may be looking at real estate investments
as a way to boost your returns. Wise move.

Investing in alternative asset classes, such
as real estate, gives you diversification. So,
when one part of your portfolio plummets,
the other investments are (hopefully) con-
tinuing to grow. Evidence shows that
diversification produces the best long-term
results. And real estate has a pretty decent
record of appreciation and of running
counter to stocks. 

However, real estate has a major drawback
as an investment because, unlike stocks or
mutual funds, you can’t sell property
easily and quickly. However, this disad-
vantage may be offset because you can
structure the character of gain on the sale
or postpone it altogether. You may also be
entitled to tax deductions or losses while
holding the real estate. 

This article provides an overview of the
tax treatment of real estate and tax issues
to consider.

Taxes & Real Estate
Transactions
Generally, if you hold the property for
more than one year, you will have capital
gain treatment when you sell the property.
The maximum capital gain rate of 15%
(20% for sales before May 6, 2003) may
apply to part of the gain; however, the tax
rate for certain depreciation recapture can
be as much as 25%.

Special rules apply to subdividing real
estate. If you have raw land that you want to
subdivide to maximize the sales price, you
may be able to get capital gain tax treat-
ment. (This rule doesn’t apply to real estate
developers.) If you’re in this situation, get
tax advice on how to stay within the rules
and maximize capital gain treatment.

If you decide to sell your property and buy
other real estate, structuring this transac-
tion as a like-kind exchange can be very
beneficial tax-wise. Instead of selling 
the property, exchange it for the new prop-
erty. It doesn’t even have to be a direct
exchange. You can identify the property
you want and use a third party to buy it
and set it up as an exchange. Because you 
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This Time They’re Serious – The IRS K-1 Matching ProgramiIf you have an interest in a partnership,
LLC, or S corporation, watch out. The
Internal Revenue Service has ratcheted up
its focus on pass-through income from such
interests. The IRS began sending out
notices in late March under its most recent
initiative to match Schedule K-1 informa-
tion against individual income tax returns.
And, while they’ve been talking about it for
years, now they are really getting serious.

A matching program to ensure that all
Schedule K-1 income is being reported 
is critical to the IRS’ tax administration
policies. And the numbers are quite stag-
gering – for tax year 2001, over 23 million
Schedule K-1 forms were filed reporting
over $1 trillion in income to partners,
shareholders, and some trust beneficiaries. 

In March, the IRS announced it was
restarting the K-1 matching program after
a 2-year hiatus. The earlier matching
efforts were suspended in 2000 after
numerous complaints that many IRS
notices were incorrect and that no discrep-
ancies existed. More than 60% of the
notices issued in the 2000 K-1 matching
were ultimately closed as “no-change.”
The IRS says it will use additional
screening to substantially reduce the
number of notices issued and to minimize
the incorrect and unnecessary notices. 

The IRS offers some comfort to taxpayers
who received a notice in 2002 that
involved no tax change – they are unlikely
to receive a notice this time around. How-
ever, the Service also warns that if a notice
was issued last year because of a mis-
match, and this year’s reporting has not
changed, you will likely get a notice again. 

Form Revisions
Underway
The IRS effort to improve the matching
program includes a long-term plan to revise
Schedule K-1 and Schedule E, Supple-
mental Income. The redesign is expected to
make the forms and related instructions

easier to understand, simplify the filing
process, and reduce taxpayer burden. 

Even though IRS efforts are already
underway to revise Schedule K-1 and
Schedule E, it will still be awhile before
the new forms are available. A revised ver-
sion of Schedule E is projected to be ready
by next filing season. The K-1 form,
which is quite complex, will take longer. 

The IRS is pulling together a working
group to focus on needed changes to the
K-1 form, although they acknowledge that
a complete overhaul of the form could
take years. The IRS is contemplating a
number of possibilities, including a K-1
EZ for simpler returns and a range of dif-
ferent kinds of K-1 forms to adapt to
various specific situations. 

More Complicated 
Than You Think
The IRS has done its part in issuing tips to
taxpayers and tax professionals to help
avoid errors related to K-1s used to report
income from partnerships, S corporations,
and some trusts. However, accurate
reporting of K-1s is made more difficult
because of the:
• Complexity of the transactions and tax

law that applies to pass-through entities. 

• Inadequacy of the forms used for
reporting the transactions due to limited
number of lines and descriptions on the
form. Many believe the forms them-
selves are too complex.

• Inconsistencies among tax preparation
software programs and limitations in
reporting K-1 information.

• Reporting styles or positions by 
pass-through entities, which may not
accurately reflect the owners’ position
or treatment.

• Condensed tax deadlines, which allow
little time to resolve differences between
receipt of the K-1 and filing of the
Form 1040.

With changes in place, the matching pro-
gram should begin issuing notices to some
taxpayers later this year, requesting more
information about their 2001 tax return. The
IRS expects the K-1 changes will reduce
taxpayer burden and increase the overall
effectiveness of the matching program.
Let’s hope they’re right, and that the
revised program generates greater accu-
racy and fewer incorrect notices. 

If you receive a notice, be sure to contact
us immediately. We can save you time and
effort by providing the necessary informa-
tion to the IRS. ▲
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Think Before You Buy 
Planning For Asset Purchases And Sales

3oOne of the easiest ways to reduce your
tax bill is to properly plan your asset pur-
chases and sales. This involves keeping
some basic rules in mind, thinking about
the tax effect throughout the year, and
bringing in your tax adviser to help opti-
mize your tax treatment. Here are a few
things to consider.

Timing Is Everything
Timing is critical when you buy or sell
assets. And we’re not just talking about
investment assets, such as stock. Timing is
critical even on purchases of real estate,
property, and equipment. Watch out for
these time triggers.

Holding period for most capital gains is
one year. Making sure you exceed the
one-year mark can save you tax dollars
since you get to use the lower capital
gain tax rate. 

Under the 2003 Tax Act, the bonus depre-
ciation has been increased to 50% (from
the earlier 30%) for property acquired
after May 5, 2003 and before January 1,
2005. As with the earlier 30% bonus
depreciation, buildings and used prop-
erty will not apply.

Tax deferral is possible in a like-kind
exchange or involuntary conversion
(gain from condemnation or insurance
reimbursement). However, to postpone
the gain, you must meet the strict time
deadlines for identifying and acquiring
replacement property.

Don’t Get 
Carried Away 
Purchasing too many assets in one year
can have disadvantages if it triggers
deduction limitations. Sometimes waiting
a few weeks to purchase assets can make a
huge difference. For instance…

Mid-quarter convention is the technical
term for the depreciation “hit” taken
when you buy too many business assets

at the end of the year. If over 40% of
your purchases are in the last quarter of
the year, your depreciation deductions
for the year – on every asset purchased
during the year – will be reduced.

The expensing election under Code 
Section 179 is also reduced or eliminated
if you purchase too many assets during
the year. Under the 2003 Tax Act, the
expense deduction amount has increased
to $100,000 (from $25,000) and starts to
phase out if you purchase $400,000 (up
from $200,000) in assets. It's completely
gone at $500,000 of purchases.

Start Off Right With 
New Purchases
Make sure that you get all of the deprecia-
tion to which you are entitled. This can be
as simple as confirming that assets have
been set up correctly on your in-house
depreciation schedule, or can involve tax
advice on the character of expenditures.

Capitalizable costs associated with pur-
chases are added to the basis of the
property and depreciated. This includes
items such as freight, installation
charges, commissions or finder’s fees,
and paperwork charges.

When you purchase real estate, consider a
cost segregation study. This analysis
“finds” depreciation deductions by iden-
tifying component assets with shorter
lives. Generally, real estate must be
depreciated over 27.5 or 39 years on a
straight-line method. A cost segregation
study identifies property components and
related costs that can be depreciated over
5, 7, or 15 years using an accelerated
method. Examples of such components
include: decorative fixtures, cabinets and
shelving, land improvements, and soft
costs such as architectural fees. You
should also consider a cost segregation 

study when you construct a new facility, or
remodel or expand an existing facility.

Eliminate Surprises
People often enter into a sales transaction
thinking they’re getting a great deal. Then,
when tax time rolls around, they’re hit
with an unexpected tax bite. Watch out for
these traps:

Depreciable property usually triggers
ordinary income when it’s sold. You
must pick up depreciation recapture at
tax rates higher than capital gain rates.

Installment sales can have a worse result.
The ordinary income depreciation
recapture is triggered in the year of sale
– even if no payments are received. If
you don’t factor this in, an installment
sale could leave you short on cash to
pay tax due on the gain.

Selling depreciable business property to a
related person or company can also
worsen your tax bite. All gain from the
sale will be taxed at ordinary income
rates – not at capital gain rates. 

What’s Best For You?
Some of the tax benefits associated with
property are mutually exclusive. We can
analyze your facts and circumstances to
find where you will get the most benefit.
For example, the 50% (or earlier 30%)
bonus depreciation isn’t available for
property acquired in a like-kind exchange.
In these instances, a calculation can usu-
ally determine which makes the most
sense tax-wise. 

Remember, we are your allies in reducing
your tax burden. Involve us throughout
the year as you prepare to buy or sell 
an asset. ▲
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aAs of the end of May, we have a new tax
law - the third tax cut in 3 years and the
third largest tax cut in U.S. history. The
Jobs and Growth Tax Relief Reconciliation
Act of 2003 will affect every taxpaying
American and many businesses. The 
$350 billion tax cut is “front-loaded” with
most of the tax breaks coming in the next
2 to 5 years. 

This Act doesn’t create brand-new deduc-
tions and credits, much of it just tinkers with
numbers established by previous tax acts.

About half of the provisions accelerate tax
cuts that were already in the tax law with
postponed effective dates. Other provisions
enhance tax breaks available in existing law. 

Although focused on individual taxpayers,
the 2003 Tax Act also offers significant
breaks for investors and businesses. How-
ever, determining what tax cuts are
available to you may take some study
since the new rules contain a confusing
mix of retroactive, temporary, and phased-
in/phased-out effective dates.  

Most of these provisions are good for only
a few years, and the 2010 sunset provi-
sions of the 2001 Tax Act will still apply.
As you can see, planning is crucial in
order to take advantage of these new rules. 

Keep in mind as you review the table
below, that the “old law” column is not just
the law in existence prior to the 2003 Tax
Act, it’s also the law that will be in place
when the 2003 Tax Act provisions lapse.

Capital Gain 
Tax Rate Reduction

Dividend Tax Rate Reduction

New Law
• Tax rate on capital gains reduced to 15%

for taxpayers in the top four tax brackets
and 5% (zero in 2008) for those in the
10% and 15% brackets.

• Lower rates effective for sales and
exchanges (and payments received)
between 5/6/03 and 12/31/08.

• Applies for both regular tax and alterna-
tive minimum tax (AMT).  

• Tax rate on qualifying dividends
reduced to 15% for taxpayers in the top
four tax brackets, and 5% (zero in 2008)
for the 10% and 15% tax brackets.

• For dividends received in 2003 though
2008.

• Applies for both regular tax and AMT. 

Old Law
• Capital gain tax rates of 20% for tax-

payers in top four brackets and 10% for
lowest brackets (18% and 8% for prop-
erty held at least 5 years beginning on
1/1/01).

• Maximum tax rate the same (20%/10%)
for regular tax and AMT. 

• Dividends taxed at ordinary income
rates of up to 38.6%.

Highlights Of The “Jobs And Growth Tax Relief 
Reconciliation Act Of 2003”

Child Tax Credit

10% Tax Bracket 

New Law
• Increases to $1,000 for 2003 and 2004.
• Additional $400 paid via advance

refund check this summer, based on
2002 tax return information.

• For 2003 and 2004, the first $14,000 taxed
at 10% for married couples (up $2,000),
first $7,000 for singles (up $1,000).

• Tax savings of $100 for couples and 
$50 for singles. 

• Effective for 2003 and 2004, top bracket
amount indexed for inflation in 2004.

Old Law
• $600 for 2003 and 2004.
• After 2004, credit falls back to levels

scheduled under the 2001 Tax Act. 
$700 for 2005-2008; $800 for 2009; 
and $1,000 for 2010. 

• First $12,000 taxed at 10% for married
couples, first $6,000 for singles.

• After 2004, taxable income levels for
10% bracket revert to prior law levels of
$12,000/$6,000, but return to $14,000/
$7,000 in 2008 under the 2001 Tax Act.

Taxes For Capital Gains & Dividends Reduced 

Individual Tax Rates & Credits

1/1/03 – 12/31/04

1/1/03 – 12/31/04

1/1/03 12/31/08

5/6/03 12/31/08



Individual Rate Cuts

Marriage Penalty Relief

Individual AMT 
Exemption Amount

New Law
• 2003 Rates 10% 15% 25% 28% 33% 35%

• Rates above 15% reduced retroactively
to January 1, 2003.   

• Rate cuts effective for 2003 and
thereafter. (This provision does not
revert under the 2003 Act, but still
sunsets under the 2001 Tax Act.)

• 15% tax bracket for joint returns is
twice that for singles for 2003 and 2004.

• Standard deduction twice that for
singles for 2003 and 2004.

• AMT exemption increases by $9,000 for
joint filers and $4,500 for single persons
for 2003 and 2004.

• This brings the AMT exemption to
$58,000 for married couples and $40,250
for singles for these 2 years only.

Old Law
• Tax rates under 2001 Tax Act are:

2002-2003 10% 15% 27% 30% 35% 38.6%

2004-2005 10% 15% 26% 29% 34% 37.6%

2006 and later 10% 15% 25% 28% 33% 35%

• Increase in 15% tax bracket phased-in
over 4 years beginning in 2005.

• Increase in standard deduction phased-
in over 5 years beginning in 2005. 

• After 2004, both revert back to amounts
scheduled under the 2001 Act.

• 2002 AMT exemption: $49,000/joint
and $35,750/single.

Bonus Depreciation

Small Business Expensing

New Law
• 50% bonus depreciation in 1st  year for

assets purchased between 5/6/03 and
12/31/04.

• Qualified property is same as under
2002 Tax Act. Buildings and used
property don’t qualify.

• Luxury auto first-year depreciation
increased to $10,710.

• Small business expense allowance
(Section 179 expense) quadruples to
$100,000 for qualifying assets
purchased 2003 through 2005.

• Phase-out threshold increases to
$400,000; indexed for inflation in years
2004 and 2005.

• Off-the-shelf computer software now
qualifies.

• Expensing election may be made or
revoked on amended return. 

Old Law
• 30% bonus depreciation in 1st year for

assets purchased between 9/11/01 and
9/10/04.

• Same definition of qualified property.
• Luxury auto first-year depreciation of

$7,660 (with 30% bonus depreciation).

• $25,000 for 2003 and later.
• Phase-out triggered at $200,000; not

indexed for inflation.
• Software didn’t qualify. 
• Generally unable to amend or revoke

expensing election  

Highlights Of The 2003 Tax Act 

(Continued from page 4)

Business Provisions Enhanced

Individual Tax Rates & Credits (cont.)
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1/1/03 12/31/10

1/1/03 – 12/31/04

1/1/03 – 12/31/05

5/6/03 – 12/31/04

1/1/03 – 12/31/04
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news and notes

(Continued from page 1)

IRS Releases Statistics 
The IRS recently released statistical infor-
mation on 2001 tax returns, as well as on
IRS audit and collection activity for the
fiscal year ended September 30, 2002. 
The 2001 tax return statistics mirror the
economic downturn. Although the number
of returns filed for 2001 increased, income
on those returns decreased – except in the
area of unemployment compensation. 

Although income on returns went down,
IRS activity for the overlapping fiscal year
increased – as they promised it would.
This increase was in both tax return exam-
inations and in collection activity. High-
income taxpayers continue to be a focus
with audits of taxpayers earning $100,000
and more increasing by 22%. Audits of
corporations with less than $10 million in
assets increased slightly.

Collection activity increased to the highest
level in 8 years, with liens rising 50% and
levies by 15%. ▲

Justice Department
Increases Tax Efforts  
The Justice Department has also increased
activity. Tax fraud prosecutions authorized
by their Tax Division increased 16% in
2002, and have increased another 11% to
date for 2003. 

The Justice Department’s criminal
enforcement priorities include:

• Employers who fail to withhold or pay
payroll and income taxes.

• Taxpayers who use trusts and overseas
bank accounts to evade taxes.

• Tax protestors who file false or frivolous
returns. ▲

New Web Site 
For Military Personnel
The IRS Web site now has a section to
help U.S. military personnel. The new 
section can be accessed through “Armed
Forces Tax Benefits” at www.irs.gov.

The site contains Questions & Answers on
tax benefits available to those in combat
zones, IRS publication 3 “Armed Forces
Tax Guide,” news releases and notices,
and a special e-mail address that can be
used to alert the IRS that someone is serv-
ing in a combat zone. ▲

must follow some very specific rules, call
us to help you structure the deal. 

Property used for business can generally
be depreciated, and you can deduct
expenses – including a loss on the sale,
and often any operating losses. There are
some restrictions if the property is rented,
used for business as well as your resi-
dence, or for other personal use.  

Other Options 
To Consider
Deciding whether to invest in real estate
involves looking at more than just the tax
advantages.

Most Americans already have a real estate
investment: their home. However, you
shouldn’t consider your home as primarily
an investment. Buy a home because you
want to live in it. Appreciation is an extra
you hope for, but can’t count on.

Investing in property beyond your home
can be an excellent way to expand your
investment portfolio. With interest rates at
record lows, you could borrow against your
home to buy a vacation home, your dream
retirement home, or other property. Live in
one of the homes and rent out the other.

You may even be able to buy your retire-
ment home, or other real estate, in a
self-directed IRA. IRA-owned property
presents some complications: you can’t live
in it, can’t manage it yourself, and most
likely can’t have a mortgage. But, in the
right circumstances, it could allow you to
buy your dream property at today’s prices,
rent it out for now, and have it distributed to
you from the IRA when you retire.

Another sensible real estate investment is to
buy property used by your business. You can
rent the property to your business, while
benefiting from any appreciation. You could 

wholly own the building, or have co-owners
in a partnership or other entity.

If your child is attending college in a town
with a good real estate market, consider
buying residential property close to
campus. If you’re incurring housing costs
anyway, why not sink that money into
your own property? Your child can live 
in the property and you can collect rent
from roommates. You wouldn’t get rental
deductions for your child’s share, but you
would for the roommates’ percentage. And
you benefit from any appreciation. Rental
property can give you deductions, which
help “subsidize” the cost of the property.
However, you have to deal with typical
landlord headaches.

Overall, real estate investments are worth
a look. Call us to see if they can work 
for you. ▲
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