Chapter 13
Property
Property Transactions:
Transactions:
Capital
Capital Gains
Gains and
and Losses,
Losses, §§1231
1231 and
and
Recapture
Recapture Provisions
Provisions
Eugene Willis, William H. Hoffman, Jr.,
David M. Maloney and William A. Raabe
Copyright
-Western/Thomson Learning
Copyright ©2004
©2004 South
South-Western/Thomson
Learning

Taxation of Capital
Gains And Losses
•• Capital
Capital gains
gains and
and losses
losses must
must be
be separated
separated
from
from other
other types
types of
of gains
gains and
and losses
losses for
for two
two
reasons:
reasons:
–– Long-term
Long-term capital
capital gains
gains may
may be
be taxed
taxed at
at aa
lower
lower rate
rate than
than ordinary
ordinary gains
gains
–– A
A net
net capital
capital loss
loss isis only
only deductible
deductible up
up to
to
$3,000
$3,000 per
per year
year
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Proper Classification of
Gains and Losses
•• Depends
Depends on
on three
three characteristics:
characteristics:
–– The
The tax
tax status
status of
of the
the property
property
•• Capital
Capitalasset,
asset,§1231
§1231asset,
asset,or
orordinary
ordinaryasset
asset

–– The
The manner
manner of
of the
the property’s
property’s disposition
disposition
•• By
Bysale,
sale,exchange,
exchange,casualty,
casualty,theft,
theft,or
orcondemnation
condemnation

–– The
The holding
holding period
period of
of the
the property
property
•• Short
Shortterm
termand
andlong
longterm
term
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Capital Assets (slide
(slide 11 of
of 6)
6)
•• §1221
§1221 defines
defines capital
capital assets
assets as
as everything
everything
except:
except:
–– Inventory
Inventory (stock
(stock in
in trade)
trade)
–– Notes
Notes and
and accounts
accounts receivables
receivables acquired
acquired from
from
the
the sale
sale of
of inventory
inventory or
or performance
performance of
of services
services
–– Realty
Realty and
and depreciable
depreciable property
property used
used in
in trade
trade or
or
business
business (§1231
(§1231 assets)
assets)
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Capital Assets (slide
(slide 22 of
of 6)
6)
•• §1221
§1221 defines
defines capital
capital assets
assets as
as everything
everything
except
except (cont’d):
(cont’d):
–– Creative
Creative works
works (e.g.,
(e.g., art,
art, music,
music, copyrights)
copyrights)
when
when created
created by
by taxpayer
taxpayer (or
(or for
for which
which
taxpayer
taxpayer takes
takes aa carryover
carryover basis
basis from
from the
the
creator)
creator)
–– Certain
Certain publications
publications of
of U.S.
U.S. government
government
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Capital Assets (slide
(slide 33 of
of 6)
6)
•• Thus,
Thus, capital
capital assets
assets are:
are:
–– Assets
Assets held
held for
for investment
investment (e.g.,
(e.g., stocks,
stocks, bonds,
bonds,
land)
land)
–– Personal
Personal use
use assets
assets (e.g.,
(e.g., residence,
residence, car)
car)
–– Miscellaneous
Miscellaneous assets
assets selected
selected by
by Congress
Congress
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Capital Assets (slide
(slide 44 of
of 6)
6)
•• Dealers
Dealers in
in securities
securities
–– In
In general,
general, investment
investment assets
assets are
are the
the inventory
inventory
of
of securities
securities dealers,
dealers, thus
thus ordinary
ordinary assets
assets
–– However,
However, aa dealer
dealer can
can identify
identify securities
securities as
as an
an
investment
investment and
and receive
receive capital
capital gain
gain treatment
treatment
•• Clear
Clearidentification
identificationmust
mustbe
bemade
madeon
onthe
theday
dayof
of
acquisition
acquisition
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Capital Assets (slide
(slide 55 of
of 6)
6)
•• Real
Real property
property subdivided
subdivided for
for sale
sale
–– Taxpayer
Taxpayermay
mayreceive
receivecapital
capitalgain
gaintreatment
treatmenton
onthe
the
subdivision
subdivisionof
ofreal
realestate
estateififthe
thefollowing
followingrequirements
requirements
are
aremet:
met:
•• Taxpayer
Taxpayerisisnot
notaacorporation
corporation
•• Taxpayer
Taxpayerisisnot
notaareal
realestate
estatedealer
dealer
•• No
Nosubstantial
substantialimprovements
improvementsmade
madetotothe
thelots
lots
•• Taxpayer
Taxpayerheld
heldthe
thelots
lotsfor
foratatleast
least55years
years
•• Capital
Capitalgain
gaintreatment
treatmentoccurs
occursuntil
untilthe
theyear
yearininwhich
whichthe
thesixth
sixth
lot
lotisissold
sold
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Capital Assets (slide
(slide 66 of
of 6)
6)
•• Nonbusiness
Nonbusiness bad
bad debts
debts
–– A
A nonbusiness
nonbusiness bad
bad debt
debt isis treated
treated as
as aa shortshortterm
term capital
capital loss
loss in
in the
the year
year itit becomes
becomes
worthless
worthless
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Sale or Exchange
(slide
(slide 11 of
of 9)
9)

•• Recognition
Recognition of
of capital
capital gains
gains and
and losses
losses
generally
generally requires
requires aa sale
sale or
or exchange
exchange of
of
assets
assets
•• Sale
Sale or
or exchange
exchange isis not
not defined
defined in
in the
the Code
Code
•• There
There are
are some
some exceptions
exceptions to
to the
the sale
sale or
or
exchange
exchange requirement
requirement
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Sale or Exchange
(slide
(slide 22 of
of 9)
9)

•• Worthless
Worthless securities
securities
–– A
A security
security that
that becomes
becomes worthless
worthless creates
creates aa
deductible
deductible capital
capital loss
loss without
without being
being sold
sold or
or
exchanged
exchanged
–– The
The Code
Code sets
sets an
an artificial
artificial sale
sale date
date for
for the
the
securities
securities on
on the
the last
last day
day of
of the
the year
year in
in which
which
worthlessness
worthlessness occurs
occurs
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Sale or Exchange
(slide
(slide 33 of
of 9)
9)

•• Worthless
Worthless securities
securities example:
example:
–– Calendar
Calendar year
year taxpayer
taxpayer purchased
purchased stock
stock on
on
December
December 5,
5, 2002
2002
–– The
The stock
stock becomes
becomes worthless
worthless on
on April
April 5,
5, 2003
2003
–– The
The loss
loss isis deemed
deemed to
to have
have occurred
occurred on
on
December
December 31,
31, 2003
2003
•• The
Theresult
resultisisaalong-term
long-termcapital
capitalloss
loss
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Sale or Exchange
(slide
(slide 44 of
of 9)
9)

•• Retirement
Retirement of
of corporate
corporate obligations
obligations
–– Collection
Collection of
of the
the redemption
redemption value
value of
of corporate
corporate
obligations
obligations (e.g.,
(e.g., bonds
bonds payable)
payable) isis treated
treated as
as aa
sale
sale or
or exchange
exchange and
and may
may result
result in
in aa capital
capital
gain
gain or
or loss
loss
•• OID
OIDamortization
amortizationincreases
increasesbasis
basisand
andreduces
reducesgain
gain
on
ondisposition
dispositionor
orretirement
retirement
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Sale or Exchange
(slide
(slide 55 of
of 9)
9)

•• Options
Options
–– Sale
Saleof
ofan
anoption
optionby
bygrantee
granteeresults
resultsin
incapital
capitalgain
gainor
or
loss
lossififthe
theoption
optionproperty
propertyisisaacapital
capitalasset
assetto
tothe
the
grantee
grantee
–– Lapse
Lapseof
ofan
anoption
optionon
onaacapital
capitalasset
assetisisconsidered
consideredaa
sale
saleor
orexchange
exchangeresulting
resultingin
inaacapital
capitalloss
lossfor
forthe
the
grantee
granteeof
ofthe
theoption
option
–– For
Forthe
thegrantor
grantorof
ofan
anoption,
option,the
thelapse
lapsecreates
creates
•• Short-term
Short-termcapital
capitalgain,
gain,ififthe
theoption
optionwas
wason
onstocks,
stocks,securities,
securities,
commodities
commoditiesor
orfutures
futures
•• Otherwise,
Otherwise,ordinary
ordinaryincome
income
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Sale or Exchange
(slide
(slide 66 of
of 9)
9)

•• Options
Options (cont’d)
(cont’d)
–– Exercise
Exercise of
of an
an option
option by
by aa grantee
grantee increases
increases the
the
gain
gain (or
(or reduces
reduces the
the loss)
loss) to
to the
the grantor
grantor from
from
the
the sale
sale of
of the
the property
property
•• Gain
Gainisisordinary
ordinaryor
orcapital
capitaldepending
dependingon
onthe
thetax
tax
status
statusof
ofthe
theproperty
property

–– Grantee
Grantee adds
adds the
the cost
cost of
of the
the option
option to
to the
the basis
basis
of
of the
the property
property acquired
acquired
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Sale or Exchange
(slide
(slide 77 of
of 9)
9)

•• Patents
Patents
–– When
When all
all substantial
substantial rights
rights to
to aa patent
patent are
are
transferred
transferred by
by aa holder
holder to
to another,
another, the
the transfer
transfer
produces
produces long-term
long-term capital
capital gain
gain or
or loss
loss
•• The
Theholder
holderof
ofaapatent
patentmust
mustbe
bean
anindividual,
individual,usually
usually
the
thecreator,
creator,or
oran
anindividual
individualwho
whopurchases
purchasesthe
the
patent
patentfrom
fromthe
thecreator
creatorbefore
beforethe
thepatented
patentedinvention
invention
isisreduced
reducedto
topractice
practice
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Sale or Exchange
(slide
(slide 88 of
of 9)
9)

•• Franchises,
Franchises, trademarks,
trademarks, and
and trade
trade names
names
–– The
The licensing
licensing of
of trade
trade names,
names, trademarks,
trademarks, and
and
other
other intangibles
intangibles isis generally
generally not
not considered
considered aa
sale
sale or
or exchange
exchange of
of aa capital
capital asset
asset
–– Therefore,
Therefore, ordinary
ordinary income
income results
results to
to transferor
transferor
•• Exception:
Exception:Capital
Capitalgain
gain(loss)
(loss)may
mayresult
resultififthe
the
transferor
transferordoes
doesnot
notretain
retainany
anysignificant
significantpower,
power,
right,
right,or
orcontinuing
continuinginterest
interest
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Sale or Exchange
(slide
(slide 99 of
of 9)
9)

•• Lease
Lease cancellation
cancellation payments
payments
–– Lessee
Lessee treatment
treatment

•• Treated
Treatedas
asreceived
receivedin
inexchange
exchangefor
forunderlying
underlying
leased
leasedproperty
property

–– Capital
Capitalgain
gainresults
resultsififasset
assetleased
leasedwas
wasaacapital
capitalasset
asset(e.g.,
(e.g.,
personal
personaluse
use))
–– Ordinary
Ordinaryincome
incomeresults
resultsififasset
assetleased
leasedwas
wasan
anordinary
ordinary
asset
asset(e.g.,
(e.g.,used
usedininlessee’s
lessee’sbusiness)
business)

–– Lessor
Lessor treatment
treatment

•• Payments
Paymentsreceived
receivedare
areordinary
ordinaryincome
income(rents)
(rents)
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Holding Period
(slide
(slide 11 of
of 3)
3)

•• Short-term
Short-term
–– Asset
Asset held
held for
for 11 year
year or
or less
less

•• Long-term
Long-term
–– Asset
Asset held
held for
for more
more than
than 11 year
year

•• Holding
Holding period
period starts
starts on
on the
the day
day after
after the
the
property
property isis acquired
acquired and
and includes
includes the
the day
day of
of
disposition
disposition
C13 - 19

Holding Period
(slide
(slide 22 of
of 3)
3)

•• Nontaxable
Nontaxable Exchanges
Exchanges
–– Holding
Holdingperiod
periodof
ofproperty
propertyreceived
receivedincludes
includesholding
holding
period
1231asset
asset
periodof
offormer
formerasset
assetififaacapital
capitalor
or§§1231

•• Transactions
Transactions involving
involving aa carryover
carryover basis
basis
–– Former
Formerowner’s
owner’sholding
holdingperiod
periodtacks
tackson
onto
topresent
present
owner’s
owner’sholding
holdingperiod
periodififaanontaxable
nontaxabletransaction
transactionand
and
basis
basiscarries
carriesover
over

•• Inherited
Inherited property
property isis always
always treated
treated as
as long
long term
term
no
no matter
matter how
how long
long itit isis held
held by
by the
the heir
heir
C13 - 20

Holding Period
(slide
(slide 33 of
of 3)
3)

•• Short
Short sales
sales
–– Taxpayer
Taxpayersells
sellsborrowed
borrowedsecurities
securitiesand
andthen
thenrepays
repaysthe
the
lender
lenderwith
withsubstantially
substantiallyidentical
identicalsecurities
securities
–– Gain
Gainor
orloss
lossisisnot
notrecognized
recognizeduntil
untilthe
theshort
shortsale
saleisis
closed
closed
–– The
Theholding
holdingperiod
periodfor
foraashort
shortsale
saleisisdetermined
determinedby
by
how
howlong
longthe
theproperty
propertyused
usedfor
forrepayment
repaymentisisheld
held
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Tax Treatment of Capital Gains
and Losses (slide
(slide 11 of
of 5)
5)
•• Noncorporate
Noncorporate taxpayers
taxpayers

–– Capital
Capitalgains
gainsand
andlosses
lossesmust
mustbe
benetted
nettedby
byholding
holding
period
period

•• Short-term
Short-termcapital
capitalgains
gainsand
andlosses
lossesare
arenetted
netted
•• Long-term
Long-termcapital
capitalgains
gainsand
andlosses
lossesare
arenetted
netted
•• IfIfpossible,
possible,long-term
long-termgains
gainsor
orlosses
lossesare
arethen
thennetted
nettedwith
with
short-term
gains
or
losses
short-term gains or losses

–– IfIfthe
theresult
resultisisaaloss:
loss:

–– The
Thecapital
capitalloss
lossdeduction
deductionisislimited
limitedtotoaamaximum
maximum
deduction
deductionof
of$3,000
$3,000
–– Unused
Unusedamounts
amountsretain
retaintheir
theircharacter
characterand
andcarryforward
carryforward
indefinitely
indefinitely
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Tax Treatment of Capital Gains
and Losses (slide
(slide 22 of
of 5)
5)
•• Noncorporate
Noncorporate taxpayers
taxpayers (cont’d)
(cont’d)
–– IfIf net
net from
from capital
capital transactions
transactions isis aa gain,
gain, tax
tax
treatment
treatment depends
depends on
on holding
holding period
period
•• Short-term
Short-term(assets
(assetsheld
held12
12months
monthsor
orless)
less)
–– Taxed
Taxedatatordinary
ordinaryincome
incometax
taxrates
rates

•• Long-term
Long-term(assets
(assetsheld
heldmore
morethan
than12
12months)
months)
–– An
Analternative
alternativetax
taxcalculation
calculationisisavailable
availableusing
using
preferential
preferentialtax
taxrates
rates
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Tax Treatment of Capital Gains
and Losses (slide
(slide 33 of
of 5)
5)
•• Noncorporate
Noncorporate taxpayers
taxpayers (cont’d)
(cont’d)
–– Net
Net long-term
long-term capital
capital gain
gain isis eligible
eligible for
for one
one or
or
more
more of
of five
five alternative
alternative tax
tax rates:
rates: 8%,
8%, 10%,
10%,
20%,
20%, 25%,
25%, and
and 28%
28%
•• The
The25%
25%rate
rateapplies
appliesto
tounrecaptured
unrecaptured§1250
§1250gain
gain
and
andisisrelated
relatedto
togain
gainfrom
fromdisposition
dispositionof
of§1231
§1231
assets
assets
•• The
The28%
28%rate
rateapplies
appliesto
tocollectibles
collectibles
•• The
The8%/10%/20%
8%/10%/20%rate
rateapplies
appliesto
toany
anyremaining
remainingnet
net
long-term
long-termcapital
capitalgain
gain
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Tax Treatment of Capital Gains
and Losses (slide
(slide 44 of
of 5)
5)
•• When
When there
there are
are both
both short
short and
and longlongterm
term capital
capital gains
gains and
and losses,
losses, aa
complicated
complicated ordering
ordering procedure
procedure is
is
required
required because
because the
the long-term
long-term capital
capital
gains
gains may
may be
be taxed
taxed at
at various
various rates
rates
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Tax Treatment of Capital Gains
and Losses (slide
(slide 55 of
of 5)
5)
•• Corporate
Corporate taxpayers
taxpayers
–– Differences
Differences in
in corporate
corporate capital
capital treatment
treatment
•• There
ThereisisaaNCG
NCGalternative
alternativetax
taxrate
rateof
of35
35%
%
––Since
Sincethe
themax
maxcorporate
corporatetax
taxrate
rateisis35
35%,
%,the
the
alternative
alternativetax
taxisisnot
notbeneficial
beneficial
•• Net
Netcapital
capitallosses
lossescan
canonly
onlyoffset
offsetcapital
capitalgains
gains(i.e.,
(i.e.,
no
no$3,000
$3,000deduction
deductionin
inexcess
excessof
ofcapital
capitalgains)
gains)
•• Net
Netcapital
capitallosses
lossesare
arecarried
carriedback
back33years
yearsand
and
carried
carriedforward
forward55years
yearsas
asshort-term
short-termlosses
losses
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§1231 Assets
(slide
(slide 11 of
of 3)
3)

•• §1231
§1231 assets
assets defined
defined
–– Depreciable
Depreciableand
andreal
realproperty
propertyused
usedin
inaabusiness
businessor
orfor
for
production
productionof
ofincome
incomeand
andheld
heldgreater
greaterthan
than11year
year
–– Includes
Includestimber,
timber,coal,
coal,iron,
iron,livestock,
livestock,unharvested
unharvestedcrops
crops
–– Certain
Certainpurchased
purchasedintangibles
intangibles
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§1231 Assets
(slide
(slide 22 of
of 3)
3)

•• IfIf transactions
transactions involving
involving §1231
§1231 assets
assets result
result
in:
in:
–– Net
Net §1231
§1231 loss
loss == ordinary
ordinary loss
loss
–– Net
Net §1231
§1231 gain
gain == long-term
long-term capital
capital gain
gain
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§1231 Assets
(slide
slide 33 of
of 3)
3)
•• Provides
Provides the
the best
best of
of potential
potential results
results for
for the
the
taxpayer
taxpayer
–– Ordinary
Ordinary loss
loss that
that isis fully
fully deductible
deductible FOR
FOR AGI
AGI
–– Gains
Gains subject
subject to
to the
the lower
lower capital
capital gains
gains tax
tax
rates
rates
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§1231 Netting Procedure
(slide
(slide 11 of
of 2)
2)

Net Gain

§1231
§1231 asset
asset and
and long-term
long-term nonpersonal
nonpersonal use
use
capital
asset
casualty
capital asset casualty gains
gains
minus
minus
§1231
§1231 asset
asset and
and long-term
long-term nonpersonal
nonpersonal use
use
capital
capital asset
asset casualty
casualty losses
losses

Net Loss

Items
Items treated
treated separately:
separately: Gains
Gains are
are
ordinary
ordinary income,
income, §1231
§1231 asset
asset
losses
losses are
are deductible
deductible for
for AGI,
AGI,
Other
Other losses
losses deductible
deductible from
from AGI
AGI

Net
Net Gain
Gain
(add
(add to
to §1231
§1231 gains)
gains)

§1231
§1231gains
gains
minus
minus
§1231
§1231losses
losses

Net Loss

Net Gain
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§1231 Netting Procedure
(slide
(slide 22 of
of 2)
2)

Lookback Provision:
Net gain is offset against
nonrecaptured net §1231 losses
from 5 prior tax years

Gain
Gainoffset
offsetby
bylookback
lookback
losses
is
ordinary
losses is ordinarygain
gain

Remaining
Remaininggain
gain
isis LTCG
LTCG
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Lookback Provision For
Net §1231 Gain
•• There
There would
would be
be an
an advantage
advantage to
to having
having all
all
§1231
§1231 losses
losses (ordinary
(ordinary losses)
losses) in
in aa different
different
year
year from
from gains
gains (long-term
(long-term capital
capital gains)
gains)
•• To
To control
control manipulation,
manipulation, net
net §1231
§1231 gains
gains
are
are treated
treated as
as ordinary
ordinary income
income to
to the
the extent
extent
that
that the
the taxpayer
taxpayer has
has nonrecaptured
nonrecaptured net
net
§§1231
1231 losses
losses in
in the
the prior
prior 55 year
year period
period
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Lookback Provision Example
•• Taxpayer
Taxpayer had
had the
the following
following §1231
§1231 gains
gains
and
and losses:
losses:
2001
$$ 4,000
2001
4,000 loss
loss
2002
10,000
2002
10,000 loss
loss
2003
16,000
2003
16,000 gain
gain
–– In
In 2003,
2003, taxpayer’s
taxpayer’s net
net §1231
§1231 gain
gain of
of $16,000
$16,000
will
will be
be treated
treated as
as $14,000
$14,000 of
of ordinary
ordinary income
income
and
and $2,000
$2,000 of
of long-term
long-term capital
capital gain
gain
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Depreciation Recapture
(slide
(slide 11 of
of 3)
3)

•• Assets
Assets subject
subject to
to depreciation
depreciation or
or cost
cost
recovery
recovery are
are subject
subject to
to depreciation
depreciation
recapture
recapture when
when disposed
disposed of
of at
at aa gain
gain
–– Losses
Losses on
on depreciable
depreciable assets
assets receive
receive §1231
§1231
treatment;
treatment; no
no recapture
recapture occurs
occurs in
in loss
loss situations
situations
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Depreciation Recapture
(slide
(slide 22 of
of 3)
3)

•• Depreciation
Depreciation recapture
recapture characterizes
characterizes gains
gains
that
that would
would otherwise
otherwise be
be capital
capital or
or §1231
§1231 as
as
ordinary
ordinary income
income
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Depreciation Recapture
(slide
(slide 33 of
of 3)
3)

•• Depreciation
Depreciation recapture
recapture provisions
provisions generally
generally
override
override all
all other
other Code
Code Sections
Sections
–– There
There are
are exceptions
exceptions to
to depreciation
depreciation recapture
recapture
rules
rules in
in those
those dispositions
dispositions where
where all
all gain
gain isis not
not
otherwise
otherwise recognized
recognized currently
currently (e.g.,
(e.g., like-kind
like-kind
exchanges,
exchanges, involuntary
involuntary conversions)
conversions) or
or where
where
gain
gain isis not
not recognized
recognized at
at all
all (e.g.,
(e.g., gifts
gifts and
and
inheritances)
inheritances)
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§1245 Recapture
(slide
(slide 11 of
of 3)
3)

•• Depreciation
Depreciation recapture
recapture for
for §1245
§1245 property
property
–– Applies
Applies to
to tangible
tangible and
and intangible
intangible personalty,
personalty,
and
and nonresidential
nonresidential realty
realty using
using accelerated
accelerated
methods
methods of
of ACRS
ACRS (placed
(placed in
in service
service 1981-86)
1981-86)
•• Recapture
Recapturepotential
potentialisisentire
entireamount
amountof
ofaccumulated
accumulated
depreciation
depreciationfor
forasset
asset
•• Method
Methodof
ofdepreciation
depreciationdoes
doesnot
notmatter
matter
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§1245 Recapture
(slide
(slide 22 of
of 3)
3)

•• When
When gain
gain on
on the
the disposition
disposition of
of aa §1245
§1245
asset
asset isis less
less than
than the
the total
total amount
amount of
of
accumulated
accumulated depreciation:
depreciation:
–– The
The total
total gain
gain will
will be
be treated
treated as
as depreciation
depreciation
recapture
recapture (i.e.,
(i.e., ordinary
ordinary income)
income)
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§1245 Recapture
(slide
(slide 33 of
of 3)
3)

•• When
When the
the gain
gain on
on the
the disposition
disposition of
of aa §1245
§1245
asset
asset isis greater
greater than
than the
the total
total amount
amount of
of
accumulated
accumulated depreciation:
depreciation:
–– Total
Total accumulated
accumulated depreciation
depreciation will
will be
be
recaptured
recaptured (as
(as ordinary
ordinary income),
income), and
and
–– The
The gain
gain in
in excess
excess of
of depreciation
depreciation recapture
recapture
will
will be
be §1231
§1231 gain
gain or
or capital
capital gain
gain
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§1250 Recapture
(slide
(slide 11 of
of 3)
3)

•• Depreciation
Depreciation recapture
recapture for
for §1250
§1250 property
property
–– Applies
Applies to
to depreciable
depreciable real
real property
property
•• Exception:
Exception:Nonresidential
Nonresidentialrealty
realtyclassified
classifiedas
as§1245
§1245
property
property(i.e.,
(i.e.,placed
placedin
inservice
serviceafter
after1980
1980and
and
before
before1987,
1987,and
andaccelerated
accelerateddepreciation
depreciationused)
used)
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§1250 Recapture
(slide
(slide 22 of
of 3)
3)

•• Depreciation
Depreciation recapture
recapture for
for §1250
§1250 property
property
–– Recapture
Recapture potential
potential isis limited
limited to
to excess
excess of
of
accelerated
accelerated depreciation
depreciation taken
taken on
on asset
asset over
over
depreciation
depreciation that
that would
would have
have been
been deductible
deductible ifif
straight-line
straight-line depreciation
depreciation had
had been
been used
used
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§1250 Recapture
(slide
(slide 33 of
of 3)
3)

•• Straight-line
Straight-line depreciation
depreciation on
on real
real property
property
–– IfIf straight-line
straight-line depreciation
depreciation has
has been
been taken
taken on
on
real
real property,
property, no
no depreciation
depreciation recapture
recapture
potential
potential exists
exists under
under §1250
§1250
–– All
All real
real property
property acquired
acquired after
after 1986
1986 must
must use
use
straight-line
straight-line depreciation
depreciation
•• Therefore,
Therefore,no
nodepreciation
depreciationrecapture
recapturepotential
potentialfor
for
such
suchproperty
property
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Real Estate 25% Gain
(slide
(slide 11 of
of 2)
2)

•• Also
Also called
called unrecaptured
unrecaptured §1250
§1250 gain
gain or
or
25%
25% gain
gain
–– 25%
25% gain
gain isis some
some or
or all
all of
of the
the §1231
§1231 gain
gain
treated
treated as
as long-term
long-term capital
capital gain
gain
–– Used
Used in
in the
the alternative
alternative tax
tax computation
computation for
for net
net
capital
capital gain
gain

C13 - 43

Real Estate 25% Gain
(slide
(slide 22 of
of 2)
2)

•• Maximum
Maximum amount
amount of
of 25%
25% gain
gain isis depreciation
depreciation
taken
taken on
on real
real property
property reduced
reduced by:
by:
–– Certain
Certain§1250
§1250and
and§1245
§1245depreciation
depreciationrecapture
recapture
–– Losses
Lossesfrom
fromother
other§1231
§1231assets
assets
–– §1231
§1231lookback
lookbacklosses
losses

•• Limited
Limited to
to recognized
recognized gain
gain when
when total
total gain
gain isis less
less
than
than depreciation
depreciation taken
taken
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Related Effects of Recapture
(slide
(slide 11 of
of 8)
8)

•• Gifts
Gifts
–– The
The carryover
carryover basis
basis of
of gifts,
gifts, from
from donor
donor to
to
donee,
donee, also
also carries
carries over
over depreciation
depreciation recapture
recapture
potential
potential associated
associated with
with asset
asset
–– That
That is,
is, donee
donee steps
steps into
into shoes
shoes of
of donor
donor with
with
regard
regard to
to depreciation
depreciation recapture
recapture potential
potential
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Related Effects of Recapture
(slide
(slide 22 of
of 8)
8)

•• Inheritance
Inheritance
–– Death
Death isis only
only way
way to
to eliminate
eliminate recapture
recapture
potential
potential
–– That
That is,
is, depreciation
depreciation recapture
recapture potential
potential does
does
not
not carry
carry over
over from
from decedent
decedent to
to heir
heir
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Related Effects of Recapture
(slide
(slide 33 of
of 8)
8)

•• Charitable
Charitable contributions
contributions
–– Recapture
Recapture potential
potential reduces
reduces the
the amount
amount of
of
charitable
charitable contributions
contributions that
that are
are based
based on
on FMV
FMV
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Related Effects of Recapture
(slide
(slide 44 of
of 8)
8)

•• Nontaxable
Nontaxable transactions
transactions
–– When
When the
the transferee
transferee carries
carries over
over the
the basis
basis of
of the
the
transferor,
transferor, the
the recapture
recapture potential
potential also
also carries
carries
over
over
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Related Effects of Recapture
(slide
(slide 55 of
of 8)
8)

•• Like-kind
Like-kind exchanges
exchanges and
and involuntary
involuntary
conversions
conversions
–– Property
Property received
received in
in these
these transactions
transactions have
have aa
substituted
substituted basis
basis

•• Basis
Basisof
offormer
formerproperty
propertyand
andits
itsrecapture
recapturepotential
potential
isissubstituted
substitutedfor
forbasis
basisof
ofnew
newproperty
property

–– Any
Any gain
gain recognized
recognized on
on the
the transaction
transaction will
will
first
first be
be treated
treated as
as depreciation
depreciation recapture,
recapture, then
then
as
as §1231
§1231 or
or capital
capital gain
gain
•• Any
Anyremaining
remainingrecapture
recapturepotential
potentialcarries
carriesover
over
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Related Effects of Recapture
(slide
(slide 66 of
of 8)
8)

•• Installment
Installment sales
sales
–– Recapture
Recapture gain
gain isis recognized
recognized in
in year
year of
of sale
sale
regardless
regardless of
of whether
whether gain
gain isis otherwise
otherwise
recognized
recognized under
under the
the installment
installment method
method
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Related Effects of Recapture
(slide
(slide 77 of
of 8)
8)

•• Property
Property Dividends
Dividends
–– A
A corporation
corporation generally
generally recognizes
recognizes gain
gain on
on the
the
distribution
distribution of
of appreciated
appreciated property
property to
to
shareholders
shareholders
–– Recapture
Recapture applies
applies to
to the
the extent
extent of
of the
the lower
lower of
of
the
the recapture
recapture potential
potential or
or the
the excess
excess of
of the
the
property’s
property’s FMV
FMV over
over its
its adjusted
adjusted basis
basis
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Related Effects of Recapture
(slide
(slide 88 of
of 8)
8)

•• Sales
Sales between
between related
related parties
parties
–– Sales
Sales of
of depreciable
depreciable assets
assets between
between related
related
parties
parties can
can cause
cause the
the total
total gain
gain to
to be
be recognized
recognized
as
as ordinary
ordinary income
income
•• Applies
Appliesto
torelated
relatedparty
partysales
salesor
orexchanges
exchangesof
of
property
propertythat
thatisisdepreciable
depreciablein
inhands
handsof
oftransferee
transferee
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IfIfyou
youhave
haveany
anycomments
commentsor
orsuggestions
suggestionsconcerning
concerningthis
this
PowerPoint
PowerPointPresentation
Presentationfor
forWest's
West'sFederal
FederalTaxation,
Taxation,please
please
contact:
contact:
Dr.
Dr.Donald
Donald R.
R.Trippeer,
Trippeer,CPA
CPA
donald.trippeer@colostate-pueblo.edu
donald.trippeer@colostate-pueblo.edu
Colorado
ColoradoState
StateUniversity-Pueblo
University-Pueblo
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