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TAX REFORM ACT OF 1986 5

SUMMARY OF PROVISION By C. Jim Chen, CPA

I. Individual income-tax provisions

1.

Lower tax rates
a. for 1988 and after, 15% rate applicable to income up to
$ 29,750 for joint returns
$ 17,850 for single
$ 23,900 for head of household
$ 14,875 for married separate

b. 28% for amount over.

c. 5% surcharge for income $ 71,900 to $ 149,250 - joint returns
$ 43,150 to $ 89,560 = single
$ 61,650 to $ 123,790 - head / household
$ 35,950 to $ 113,300 - married separate

d. 28% straight from 1lst dollar, if tax. inc. is higher than the
top amount of surcharge range. e. ¢g. $ 149,250 for joint
filers.

e. 1987 transition rates

married, joint singles
sl ; 0 - ¢$ 3,000 0 -9% 1,800
15% $ 3,000 - 28,000 $ 1,800 - $ 16,800
28% $28,000 - 45,000 $16,800 - $ 27,000
35% $45,000 - 90,000 $27,000 - $ 54,000
38.5% above 90,000 above $ 54,000

Higher standard deductions

filing status standard deduction
married, joint $ 5,000
married, separate 2,500
single 3,000
head of household 4,400

Personal exemption - almost double, $ 1,900 in 1987, $ 1,950
in 1988, and $ 2, 000 in 1989
Itemized deductions
a) home mortgage - limited toc cost
b) other interest - phased out in 5 years, same schedule as
passive loss limitation
c) taxes - sales tax is out
d) charitable contribution - only for itemizer
e) medical expense - over 7.5 % of AGI
f) misc. deductions - has to be over 2% of AGI

Moving expenses and employeee busmness exp. are now con51dered
as misc. deductions
IRA - if not a participant in pension plan - no change




TAX REFORM ACT OF 1986

- if a participant -

joint return single
no change when AGI is, or less $ 40,000 $ 25,000
phased out when AGI reaches 50,000 35,000

7. Capital gains - taxed same way as ordinary income; max. rate in
1987 at 28%
8. Minimum tax - 20% increased to 21%

joint return single
AMT exemption $ 40,000 $ 30,000
phase out begins $150,000 112,500
complete phase-out $310,000 232,500

9. Other provisions
a) no more income averaging and 2-earner deduction
b) no more $ 100 dividend exclusion and political cont. credit
c) no more deduction for education travel, convention or seminar
unless related to trade
d) unemployment benefit are fully taxable
e) list of SS # of dependents over 5 yrs old after 1987

II. Tax shelter provisions
1. limitation on passive activities loss

a) 5 years phase out provisions

1987 - 35 % of loss not deductible
1988 - 60 %
1989 i 80 %
1990 - 90 %
1991 - 100 %

b) $ 25,000 deduction for rental loss if AGI less than $ 100,000
no deduction if AGI more than $ 150,000
2. at risk rule for real estate
3. only looppole left - intangible drilling costs are still
deductible

ITI. Taxation of trusts, minor children and estates

1. no more tax benefit for trust and estate as separate tax entity,
due to very high tax rates for trust and estate:
15% up to $5,000, over that 28%
phase out of 15% rate when trust income is between $13,000
and $ 26,000
2. Clifford trusts and spousal remainder trusts are gone
3. unearned income of minor children ( under 14 years old ) is
taxed at parent's highest tax rate
IV. Business tax provisions

1. corporate tax rates are lower:

15% - up to $ 50,000
25% - §$ 50,000 - $ 75,000
34% - over % 75,000

5% surtax on tax. inc. from $ 100,000 to $ 335,000
34% on 1st dollar if tax. inc. over $ 335,000




TAX REFORM ACT OF 1986 7

repeal of 28% top rate on capital gain
effective date : 7/1/87

2. depreciation

- ACRS method is modified

new law old law
- auto, light truck 5 yrs 3 yrs
manufacturing equip 7 yrs 5 yrs
real estates- residential 27.5 yrs .19 yrs
real estates- commercial 31.5 yrs 19 yrs
- Direct expensing of fixed

assets up to 5 10,000 $ 5,000

phase out - if assets over $200,000 N/A

3. Investment tax credit

- repealed as of 1/1/86
- unused ITC carry over amount is reduced by 35%

4., Corporate minimum tax

- replace add-on min. tax by alt. min. tax

- rate is 20%

$ 40,000 exemption is phased out if tax. inc. over $150,000
50% of book income over tax. income is a tax pref. item

I

5. Accounting provisions

- reserve method of bad debt is repealed
accumulated reserve from prior years to be inclued as income
over next 4 years

accrual method has to be used if gross income > $ 5 millions
difference between cash and accrual metheds to be included
as income over next 4 years
professionals are exempted from the rule, can still use
cash method reporting even gross income is over 5 millions

limit use of instdllment sales for dealers of personal property
and real estate

- requires partnership, S corporation, and personal service corp.

to use calendar vear for income tax reporting

1%1@'%@5&%% 'E"__\_"-‘:__ _T_'ZEE"E % 3 FEREEATRIEL
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TAX REFORM ACT OF 1986

6. Other business provisions

- repeal of general utilities doctrine .
C corporation shareholders will face double taxation on
corporate assets sold before dissolution, IRC section 337
no longer applicable
limit of NOL if more than 50% of ownership are changed
new restriction on business meals and entertainment, only
80% of expenses are deductible .
401(k) salary deferral plan - maximum amount of deferral is
decreased from $ 30,000 to $ 7,000
- real estate transaction to report to IRS starting 1/1/87

V. Some tax planning ideas

1. To accelerate capital gain in 1986
- to enjoy max. rate of 20% ( 40% x 50% )
- to use installment sales methods for real estates sales

2. To defer ordinary income to 1987
- max. rate is 50% in 1986; 38.5 % in 1987
- therefore, if your 1986 top rate is more than 38.5%, you
should shift that excess portion of income to 1987

3. To accelerate business expenses in 1986
- including moving exp and employee business exp

4. To accelerate itemized deductions in 1986, especially
- medical exp
- sales tax on car
- misc. deductions

5. To purchase fixed asset in 1986
- use more liberal useful life in 1986
- for real estate, also to avoid at risk rule

6. To consider use S corp. for your business
- to offset passive activity loss from limited partnership
or real estates

7. To restructure your financing
- pay off some expensive 2nd T/D so that you will reduce
rental loss
= pay off auto and other consumer loan

00000000009000000000000000000 00
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9

[tems affecting motel ~hotel owners
A. REVIEW OF CURRENT LAW

Tax shelter - fully deductible against all kinds of income
Depreclatlon - over 19 years on real estates ;
capital gain treatment - 60 % excluded on tax reporting
Installment sales - pay tax on down payment you received

=W N

B. THE NEW TAX LAW

1. Gain from sales of motel/hotel
- treated the same as ordinary income
- maximum at 28%

- no more installment sales, if sales price over $ 150,000

2. Depreciation
- 5 years for auto
subject to $3,200 and $ 4,800 rules
- 7 years for equipment and furnitures
200% accelerated at front, converted to S/L at best point

- 31.5 years for commercial property (motel/hotel)
staight line method only

3. Passive business activities

a) Limited partnership interest
- loss can only be used to offset income from similar
activity
- except working interest in an motel or hotel property

by general partner is not considered passive business
activity

b) All rental activities
- even materially participtes in the rental act1v1ty
- $ 25,000 of excess loss can be applied to other income
- $§ 25,000 is gradually phased out for adj. gross income

(before rental and passive loss) between $ 100,000 and
$ 150,000

¢) Transition period rules - loss exclusions as follows:
1987 - 35%, 1988 - 60%, 1989 - 80%,
1990 - 90%, 1991 - 100%

4, At risk rules

- loss amount deduction is limited to your actual cash
investment

- at risk rules is now extended to real estates

- nonrecourse financing by seller or related parties are not
considered at risk

- Ok for nonrecourse fin. from gov't.and traditional lenders

5. Investment tax credit ‘
- repealed as of January 1 1986
- unused ITC from prior years are generally reduced by 35%

6. Tax deferrals
- Sec 1031 exchange rule is still available

By C. Jim Chen, CPA
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THE NEW TAX LAW - continued
7. Low income housing

- generous tax credit of 9% per year for 10 years
if constructed qualified property 1987-1989
- 4% per year if acquired
gqualification
at least 20% of housing units rented to individuals with
income of 50% or less of area median income, or
at least 40% of housing units rented to individuals with
income of 60% or less of area median income
rent can not exceed 30% of tenant's qualified income
project has to maintain as low income housing for 15 yrs,
otherwise, all credits taken has to return to gov't

SOME POSSIBLE TRENDS

1. Real estate market in 1987
- activity after 12/31/86 will go slow
- selling price may go down due to reduced tax benefit
- rental price will go up so that owner will recoup the
loss of tax write off

2. More activity before 12/31/86
- for seller: to close sales to pay tax at 20% maximum rate
and still use installment sales method
- for buyer: to purchase real estates to avoid at risk rules
and use more liberal depreciation methods

3. Attitude toward real estates investment
- positive cash flow is no. 1 factor; only the motel with
positive cash flow will have appreciation
- tax benefit can not be considered as the only motive
to invest in real estates

4, Seller financing will be less used, due to
- no installment sales tax reporting
- buyer is subject to at risk rules, deductions are
limited to actual cash investment

5. New owners of big projects
- syndicators will be less competitive
- insurance company and pension fund will be more dorminant
- foreign buyers with ample fund will be at better edge

6. Organization types in holding real estates
- general partnership will replace limited partnership
- C corporation is not ideal for real estate due to repeal of
"general utility" doctrine
- S corporation - a favorate under the new law
use S Corporation for other profitable bus1ness to offset
passive activity loss
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BARBESERBALE o (ARKEHBER)
NOTICE TO PAY RENT OR QUIT

(C. C. P., Sec. 1161)

T0

Tenant—in Possession
Within THREE DAYS, after the service on you of this notice, you are hereby required to PAY THE RENT of the premises hereinafter

described, of which you now hold possession, amounting to the sum of

Dollars ($ )
atthe rental rate of Dollars ($ )
per month (or week), being the rent due from the day of

19 to the day of .19

or you are hereby required to DELIVER UP POSSESSION of the hereinafter described premises, within THREE DAYS atter service on you

of this notice, to the undersigned, or agent, who is

authorized to receive the same or the undersigned will institute legal proceedings against you to recover possession of said premises
with ALL RENTS DUE and DAMAGES. The undersigned, as a landlord, declares and gives notice that, if the said rent is not paid within

three days after service on you'of this notice, | do hereby slect to declare a forfeiture of the lease and agreement under which you occupy

the hereinbelow-described property:

The premises herein referred to are situated.in the of

County of

STATE OF CALIFORNIA, designated by the number and street as

and more particularly

described as follows:

Dated this day of s 19

Penal Code Section No. 594 reads: '‘Any person or persons who willully or maliciously destroys or damages any Real or Personal Proparty
not their own will be punished by Fine or Imprisonment or both."

NOTICE TO PAY RENT OR QUIT .This slandard form covers most usual problems in the field Indicated Bafore you sign, read i, Hil in all blanks,

WOLCOTTS FORM 1006—REV 12-79 and make changes proper 1o your lransaction. Consull a lawyss it you doudl Ihe form’s fitnass for your purposs
(prica class JA)

© 1979 WOLCOTTS, INC




PROOF OF SERVICE

5 served

(print nama)

(person(s) served)

with a copy of the Notice to Quit described on the reverse hereof by serving

(person(s) papers given lo)

at on
(address wheie served)

. 19 , at m. o'clock.
(data) (tims)

At the time of service | was at least 18 years of age.

Executed this

- day of , 19 , at , California.

| declare, under penalty of perjhry. that the foregoing is true and correct.

(Signalure)

(Address)

BARKELERBEHE o (AXKERBRER )

T D0 S T

1L VAT RGN RO
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SN
\\\\

N
\
_.

“VIC INTERNATIONAL GO S

(818)300-0877 b % N
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