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Seasonal construction workers:

Qualified for payroll tax credit or exemption?

all employees hired since early February to determine eligibility.
As part of its effort to encourage businesses to hire the unem-
.. ployed, Congress passed the Hiring Incentives to Restore
Employment (HIRE) Act earlier this year. Businesses that hire
eligible employees receive a payroll tax credit to offset the
employer’s share of the Social Security tax (6.2 percent) on wages
paid between March 19, 2010, and Dec. 31, 2010.

Who qualifies for the new HIRE credit?

To qualify for the credit, the newly hired employee must meet
four tests. The employees:

1. Must be hired - or rehired -
after Feb. 3, 2010, and before Jan. 1,
any contractors  2011.
regularly lay off 2. Must have been unemployed
construction for the 60 days prior to being hired. Fa" 2010

workers during  An employee meets this test if he or

the winter, only  she worked 40 hours or fewer [ 2 @] |EI{] K000

to rehire - often the very during that 60-day period. income may result in

same workers — when con- 3. Cannot have been hired to Fes e '

struction work picks up in  replace a terminated employee

the spring. Some of these unless the former employee volun- gt
new hires should qualify tarily separated or was separated for £ d Manage.me"t“p’

for a new tax credit, avail-  cause, including downsizing. Try getting agreement vs.

able only for 2010. 4. Must provide the employer giving instructions
Since the credit is with a statement certifying he or

available for employees she was unemployed for the prior .
hired earlier in the year, 60-day period. ln S d e
employers should review See Payroll tax exemption on page 4
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Cancellation of debt income may result in tax liability

Many real estate developers incurred substantial debt to
finance projects begun during the real estate boom.

Many of these projects have now been put on hold, causing
overextended developers to have difficulty meeting their
financial obligations. Lenders are working with the property
owners to modify or even cancel debts. However, cancellation
of debt in full or part can create an unexpected tax liability.

Cancellation of debt (COD) income occurs whenever a
liability is reduced or forgiven. COD income is generally
taxable unless you are insolvent or in bankruptcy. Although
COD transactions have traditionally involved transferring
property to the lender forgiving the debt, today’s lenders are
less likely to demand ownership of the property.

When property is transferred to a lender to settle debt, tax
law generally treats the transfer as a sale of the property. If
bankruptcy has been declared, any debt discharged under the
jurisdiction of the court is not taxable.

If you transfer property to a lender to settle debt,
tax law generally treats the transfer as a sale of
the property. If you have declared bankruptcy,
any debt discharged under the jurisdiction of the
~ courtis not taxable. e

Bankruptcy and insolvency

If you are insolvent but not in bankruptcy, the taxation of
the debt discharge is more complex. Insolvency occurs when
your total liabilities exceed the fair market value of your
assets. The type of entity you have for tax purposes and the
extent of the insolvency will determine the amount to be
taxed.

With insolvency, cancellation of debt income is not taxable
only to the extent of the insolvency. Any COD income that
makes you solvent will be taxable.

For corporations, insolvency is determined without regard
to the financial condition of the corporation’s shareholders.
However, in the case of a partnership, insolvency is determined
for each partner. A partnership may be insolvent, but the COD
income can still result in taxable income if any partners are
solvent.
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When COD income is not taxable, your tax attributes are
reduced to the extent of the excluded income. Examples
include net operating loss carryforwards, general business and
minimum tax credits, and basis reductions of other business
property.

If you reduce the basis in other business property, you may
experience lower depreciation deductions in future years and/
or greater taxable income when that property is sold.

While there is a specific order in which property basis
reductions occur, there are also planning techniques that can
be used to minimize the tax effects of basis reductions. It is
important to consult your tax adviser as early in the process
as possible.

Deferral election for 2010

The American Recovery and Reinvestment Act of 2009
added provisions that allow C corporations and others -
including partnerships, LLCs and S corporations — engaged in
the conduct of a trade or business to defer the recognition of
COD income.

This election is available for COD income from the purchase,
exchange or forgiveness of a debt instrument of the debtor, as
well as a contribution to the capital of the debtor of its debt
instrument. The election may also be made for acquisition of
a debt instrument of the debtor by a person related to the
debtor.

Importantly, the debtor is allowed to retain its tax attributes
after the election.

The election may be made for a discharge of debt occurring
in 2010. The deferral period is four taxable years in the case of
COD income generated in 2010. For debt incurred in 2009,
the deferral was five years. Following the end of the deferral
period, the COD income will be reported ratably over the next
five years.

However, the recognition of any deferred COD income will
be accelerated when all of the following events take place:

A The death of the debtor
A The liquidation of the debtor
A The sale of substantially all of the assets of the debtor

A The sale or exchange or redemption of an interest in a
pass-through entity

This rule can be particularly useful for a debtor who realizes
COD income when it is not in bankruptcy or insolvent and/or
has valuable tax attributes that are likely to be used to reduce
the debtor’s tax liability during the deferral period.

In the case of a debtor that is a partnership or LLC, the
election is made by the partnership and binds all the partners.

The decision to make the election by the partnership may
produce vastly different results to different partners, depending
on the financial condition and tax attributes of the partners.

For example, when some partners are solvent and not in
bankruptcy and other partners are either in bankruptcy or
insolvent, the first group of partners might derive a substantial
benefit from the election, while the other partners might actually
incur increased tax liabilities as a result of the election.

- Michael Redemske, CPA
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