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  Memo

To:
Clients
From:
Weber • O’Brien, Ltd.

Re:
Section 179

Generally, the cost of property placed in service in a trade or business can't be deducted in the year it's placed in service if the property will be useful beyond the year. The cost is “capitalized” and depreciation deductions are allowed for the property, but are spread out over a period of years. Capitalization delays the tax benefits of business expenditures. For example, you may spend $50,000 on a new computer system today, but must spread your depreciation deductions over a five-year period. 

Subject to a dollar limit, an election under Internal Revenue Code Section 179 (“Code Section 179 election”) allows you to deduct, in the tax year for which the election is made, the cost of qualifying property placed in service during the tax year. The deductions allowed are in lieu of depreciation deductions. For tax years beginning in 2003, 2004, and 2005, the dollar limit is $100,000. For tax years beginning after 2005, the dollar limit is scheduled to drop to $25,000. 
Qualifying property. To qualify for the election, the property must be “tangible personal” property. This means that real estate (land, buildings, and their structural components) does not qualify, nor do intangibles such as patent rights. However, for tax years beginning after 2002 and before 2006, off-the-shelf computer software qualifies. Also, to qualify, property must be “purchased.” Thus, if you acquired the property in a tax-free exchange or from an individual or entity to which you bear a close relationship specified in the Code, the property does not qualify. 

Dollar limit. The dollar limit doesn't mean the election can't be made for property costing more than that amount. For example, if you buy a machine for $105,000 and place it in service in a business in a tax year beginning in 2003, you can elect to deduct $100,000 of its cost for that year. The remainder ($5,000) is capitalized and depreciated. Also, you can make the election for two or more separate assets as long as the total cost covered by the election doesn't exceed the dollar limit for that year. 

You should be aware, regarding the dollar limit, that if the total cost of qualifying property that you place in service during a tax year beginning in 2003 and before 2006 is over $400,000, the dollar limit is reduced by that extra amount (the “$400,000 rule”). For example, if you place in service $410,000 of qualifying property in a tax year beginning in 2003, you can make the election for no more than $90,000 of property ($100,000 minus the $10,000 excess over $400,000). For tax years beginning after 2005, the $400,000 phase-out amount is reduced to $200,000. 

Taxable income limit. If your taxable income from all of your trades or businesses is less than the dollar limit for that year, the amount for which you can make the election is limited to that taxable income. However, any amount you can't currently deduct because of the taxable income limitation is carried forward and may be deducted in later years. 
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