On Thursday April 28th, Senate Majority Leader Barbara Buono’s legislation, Senate Bill No. 2754 of 2011, was signed into law. This law establishes an alternative business calculation under the New Jersey gross income tax as a mechanism that permits taxpayers who generate net gains and losses from different types of business entities to offset the net income derived from one type of business with a net loss incurred from another, and permits taxpayers to carry forward a net loss from the business-related categories of gross income to offset certain liabilities for tax in future taxable years.

The new law specifically permits taxpayers to net gains and losses derived from one or more of the following business-related categories of New Jersey gross income: (1) net profits from business; (2) net gains or net income derived from or in the form of rents, royalties, patents, and copyrights; (3) distributive share of partnership income; and (4) net pro rata share of S corporation income.  As a result of this change, a taxpayer who sustains a net loss from the gross income category “net profits from business” during a taxable year may, for instance, apply that net loss against net income derived from the gross income categories associated with rents, royalties, patents, and copyrights; partnerships; and Subchapter S corporations.       
The new law also permits taxpayers to carry forward net losses derived from business-related categories of New Jersey gross income for a period of up to 20 taxable years.  As a result of this change, a taxpayer who sustains a net loss from the gross income category “distributive share of partnership income” may, for instance, apply the remainder of that net loss to business-related net income derived in the taxable year following the year the net loss occurs or any business-related net income derived in any of the other 19 taxable years following the year the net loss occurs.   
The new law is scheduled to phase in the tax savings over five years beginning with net losses that occur in taxable years beginning on or after January 1, 2012.  Once fully implemented, the maximum tax savings will be equal to 50 percent of the tax savings that would otherwise accrue from the unlimited netting of net gains and losses.         
Q: What is a net gain/net loss? 
A: In general, “net gain” is a tax accounting term that describes instances in which the sum of a taxpayer’s total income or revenue is greater than that taxpayer’s total costs or expenses in a taxable year. “Net loss” is a tax accounting term that describes instances in which the sum of a taxpayer’s total costs or expenses outweighs that taxpayer’s total income or revenue in a taxable year.  For instance, if a small business owner generates $100,000 in income or revenue from the operation of a small business but incurs $150,000 in costs or expenses from the operation of that business in the same year, that small business owner has a net loss of $50,000 from the operation of the business for the taxable year.    
Q: What is a net loss carryforward?

A: “Net loss carryforward” is a tax accounting term that generally describes instances in which a taxpayer applies a net loss from one taxable year to offset the net income generated by that taxpayer in another taxable year. For instance, if a small business owner incurs a net loss of $50,000 from the operation of a business in one taxable year that net loss may be “carried forward” to offset up to $50,000 of what would otherwise be taxable business income in a future taxable year.  Permitting a net loss carryforward allows taxpayers to pay less total taxes over a period of years.  
Q: Who is eligible to realize the benefits of this new law? 
A: New Jersey gross income taxpayers who sustain a net loss in one or more of the business-related categories of New Jersey gross income during a taxable year may be eligible to realize the benefits of the new law.  Below are three examples of taxpayers who may benefit.   
Example 1
Mike Jones is a retired mechanical engineer who holds the rights to a patent for a drilling mechanism he and several colleagues developed while working for an oil company in the 1980s.  While he is retired from the company, he has attempted to supplement his income by opening an auto repair shop in the community where he resides. While the repair shop owned by Mr. Jones attracts a dedicated following, the expenses related to his initial investment in tools and equipment, furniture and other supplies necessary for the operation of the repair shop dampens any prospect of immediate profitability.  In his first few years, the operation of the repair shop results in a series of significant net losses.        

Prior to the enactment of Senator Buono’s legislation, the New Jersey gross income tax prohibited Mr. Jones from offsetting net income derived from the rights to his patent with the net losses sustained from the operation of his repair shop. The gross income tax did not permit taxpayers to net gains and losses derived from one category of New Jersey gross income from another separately defined category of gross income, and Mr. Jones could not, therefore, apply the net loss he incurred from the “net profits from business” category of income as a result of his investment in the auto repair shop to reduce the liability for tax from his income in the “rents, royalties, patents, and copyrights” category of income resulting from the rights to his patent during the year the net loss occurred.    
Under the new law, however, the net income from the patent and the net loss related to his auto repair shop are derived from two categories of New Jersey gross income that are part of the four business-related categories of gross income from which taxpayers may net gains and losses for purposes of determining taxable liability.  Mr. Jones may, as a result of the change, offset the net income derived from the rights to the patent with the net loss incurred as a result of the auto repair shop and, thereby, reduce his total liability for tax during the year the net loss occurs.

Example 2 

Amy Smith is a doctor licensed to practice medicine in the State of New Jersey.  She is a partner in a medical partnership that specializes in sports medicine with an emphasis on the rehabilitation of sports-related injuries.  Most years the partnership generates income that flows through to each of the individual partners and is subject to the New Jersey gross income tax.  However, following the retirement of two senior partners and the unfavorable outcome of a lawsuit involving another, the partnership sustains a series of annual net losses before resuming profitability.  

Prior to the enactment of Senator Buono’s legislation, the New Jersey gross income tax prohibited Dr. Smith from applying a net loss incurred from an investment in a partnership in one taxable year to offset net income derived from that same partnership or any other partnership in a future taxable year.  The gross income tax did not permit the transfer of net losses from one taxable year to another, and Dr. Smith could not, therefore, apply the net loss resulting from the partnership in one taxable year to reduce her liability for tax in any other year in which the partnership was profitable.  

Under the new law, however, taxpayers who sustain business-related net losses in one taxable year may carry the remainder of those net losses forward for a period of up to 20 taxable years following the year the net loss occurs.  Dr. Smith may, as a result of this change, carry forward the balance of any net loss resulting from the partnership in one taxable year and apply the remaining net loss to offset net income that may be derived from the partnership in taxable years following the year the net loss occurs.      
Example 3 

John and Jessica Peters operate, as a sole proprietorship, a small but successful luncheonette that caters to a small but steady clientele.  In addition to the luncheonette, the Peters have invested savings into the formation of a partnership with two other like-minded investors.  The partnership has purchased and plans to restore a historic downtown hotel that will be made available for weddings, receptions, and other catered events.  While the luncheonette produces net income on an annual basis, the partnership is expected to incur a series of annual net losses until the restoration of the former hotel is complete.  

Prior to the enactment of Senator Buono’s legislation, the New Jersey gross income tax prohibited the Peters from applying net losses resulting from their investment in the partnership to reduce a liability for tax that may result from the operation of their luncheonette during the taxable year in which the net loss occurs, or from applying the net loss from the partnership to reduce a liability for tax in a future taxable year.  The gross income tax did not permit the application of net losses from one category of New Jersey gross income to another, and did not permit taxpayers to carry net losses forward to apply against liabilities for tax in future taxable years.       
Under the new law, however, taxpayers who sustain net losses in one or more business-related categories of New Jersey gross income may apply those losses to reduce certain other business-related liabilities for tax during the taxable year the net loss occurs, and may carry the remainder of any business-related net loss forward for a period of up to 20 years to apply against any future business-related net income.  The Peters may, as a result of this change, offset any net income from the luncheonette with net losses sustained as a result of the partnership during the taxable year the net loss occurs, and may carry the remainder of any net loss forward to reduce any business-related net income incurred in taxable years following the year the net loss occurs.                
Q: When will this new law take effect? 
A: This new law takes effect immediately and applies to net losses that occur in taxable years beginning on or after January 1, 2012.  
Q: How will the tax savings be phased-in under the new law?
A: The new law is set to phase in the tax savings over a period of five years.  For net losses that occur in taxable years beginning in 2012, the maximum tax savings permitted to be claimed by taxpayers will be equal to 10 percent of the tax savings that would otherwise accrue from the unlimited netting of gains and losses, and will increase by an additional 10 percent per year until 2016.  For that year and each taxable year beginning thereafter, the maximum tax savings will be equal to 50 percent of the tax savings that would otherwise accrue from unlimited netting.   
